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BANKING  ON  SMALL  BUSINESS:  CAN  THE  COM- 
MUNITY DEVELOPMENT  BANK  MODEL  SERVE 
SMALL  FIRMS  IN  ECONOMICALLY  DE- 
PRESSED URBAN  AND  RURAL  COMMUNITIES? 


MONDAY,  JUNE  7,  1993 

House  of  Representatives, 
Subcommittee  on  Regulation,  Business 

Opportunities,  and  Technology, 

Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:43  a.m.,  in  room 
2359-A,  Rayburn  House  Office  Building,  Hon.  Ron  Wyden  (chair- 
man of  the  subcommittee)  presiding. 

Chairman  Wyden.  The  subcommittee  will  come  to  order. 

Today,  the  Subcommittee  on  Regulation,  Business  Opportunities, 
and  Technology  continues  its  inquiry  regarding  the  small  business 
credit  crunch,  and  the  ability  of  one  lending  model,  the  community 
development  bank,  to  meet  the  needs  of  new  or  emerging  firms  of 
economically  depressed  rural  or  urban  areas. 

These  highly  focused  lending  institutions,  usually  credit  unions 
or  State  chartered  banks,  are  being  used  in  a  handful  of  communi- 
ties to  assist  consumers  and  businesses  often  ignored  by  the  estab- 
lished banks.  South  Shore  Bank  of  Chicago  offers  an  excellent  ex- 
ample of  how  these  new  banks,  operating  in  close  coordination  with 
a  variety  of  for-profit  and  not-for-profit  community  development  or- 
ganizations, can  generate  significant  renewal  even  in  the  most  eco- 
nomically depressed  neighborhoods. 

This  congressional  subcommittee  is  the  first  to  look  specifically 
at  how  community  development  banks  can  assist  the  small  busi- 
ness sector.  From  inner  northeast  Portland,  to  rural  North  Caroli- 
na, small  businesses  are  hungry  for  job-creating  capital,  and  com- 
munity development  banks  are  a  promising  new  source.  Recently 
the  Wall  Street  Journal  argued,  correctly  in  my  view,  that  econom- 
ic development  initiatives  which  work  best,  work  closest  to  their 
markets.  The  community  development  bank  model  is  as  close  to  its 
target  market  as  it  gets. 

It  is  well-known  that  many  of  our  inner-city  and  rural  communi- 
ties are  in  an  advanced  state  of  decay,  with  hemorrhaging  business- 
es and  jobs  which  are  the  life-blood  of  any  viable  community. 
During  the  last  election  campaign,  the  Clinton  team  targeted  coni- 
munity  development  banks  as  a  principal  feature  of  their  economic 
development  plan.  Clinton  advisers  suggested  that  as  many  as  100 
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such  banks  be  supported  through  Federal  funding  during  the  next 
4  to  5  years,  with  Federal  capital  assistance  of  about  $250  million 
per  year. 

The  administration  is  about  to  unveil  its  formal  proposal.  Ac- 
cording to  a  briefing  held  earlier  this  spring,  the  overall  initiative 
will  be  smaller  than  suggested  during  the  campaign.  However,  this 
is  not  necessarily  a  serious  impediment  to  the  community  develop- 
ment banking  effort.  New  models  are  needed,  but  they  should  be 
instituted  carefully  and  trials  should  be  fully  assessed  before  large- 
scale  Government  investments  are  made.  Therefore,  a  community 
development  bank  initiative  on  a  smaller  scale,  perhaps  12  to  15 
banks  in  a  pilot  project,  makes  sense.  It  is  likely  to  be  the  level  of 
support  suggested  in  the  Clinton  plan  scheduled  to  come  out  in  a 
few  weeks.  The  total  cost  will  come  closer  to  $350  million  over  the 
next  5  years. 

As  the  finishing  touches  are  put  on  the  administration's  propos- 
al, there  are  a  number  of  important  issues:  First,  community  devel- 
opment banks  should  build  on,  but  not  replace,  other  existing  or 
federally  mandated  lending  programs  already  geared  to  the  eco- 
nomically disadvantaged  borrower.  Conventional  banks  must  be 
held  accountable  to  make  the  Community  Reinvestment  Act  work. 
Also,  better  efforts  are  needed  to  ensure  that  current  multibillion- 
doUar  Small  Business  Administration  loan  guarantee  programs  are 
effective  and  meet  the  targets  set  out  by  the  Congress. 

Community  development  banks  began  as  an  instrument  to  pro- 
vide consumer  banking  services  and  home  mortgage  services  to  citi- 
zens of  disadvantaged  communities.  More  recently,  some  of  these 
banks  have  turned  more  to  business  lending  activities.  In  my  view, 
small  business  lending  should  be  the  overriding  mission  of  any  new 
community  development  bank  initiative.  The  Clinton  administra- 
tion should  target  its  new  program  on  commercial  lending  first  and 
foremost.  Unless  new  jobs  are  created  and  old  ones  saved,  commu- 
nities are  going  to  continue  to  crumble. 

Bringing  together  and  coordinating  a  variety  of  services  and  re- 
sources has  been  an  important  factor  in  the  growth  and  success  of 
the  few  existing  community  development  banks  and  it  ought  to  be 
a  primary  concern  of  the  administration.  For  example,  economic 
enterprise  zones  proposed  by  the  President  would  be  most  effective 
if  used  to  complement  new  or  existing  community  development 
banks.  Establishing  a  development  bank,  perhaps,  should  be  a  re- 
quirement for  attaining  enterprise  zone  status,  and  the  special  tax 
advantages  that  local  businesses  would  enjoy  under  that  recogni- 
tion. Given  the  limited  Federal  resources  for  urban  renewal  efforts, 
best  results  likely  will  be  achieved  in  communities  where  a  critical 
mass  of  support  has  been  focused. 

Government  must  carefully  regulate  these  new  banks  with  an 
eye  toward  maintaining  flexibility.  The  strength  of  the  existing 
community  development  bank  network  has  been  their  diversity 
and  their  creativity.  It  will  be  necessary  to  balance  regulatory  re- 
quirements on  these  banks  against  their  need  to  act  swiftly  and  ef- 
ficiently to  serve  their  clients. 

Clearly,  Federal  fees  and  paperwork  demands  must  be  cut.  In  ad- 
dition, lowering  Federal  deposit  insurance  premiums  needs  to  be 
considered,   and   perhaps   automatic   membership   in   the   Federal 


Home  Loan  Bank  system  should  be  accorded  community  develop- 
ment banks. 

Several  congressional  committees  are  going  to  have  jurisdiction 
over  the  banking  regulation  side  of  the  community  development 
bank  initiative.  Our  hearing  today  is  going  to  focus  specifically  on 
how  this  model  can  serve  small  business  customers.  Our  witnesses 
include  lending  officers  at  two  existing  community  development 
banks,  one  in  Arkansas  and  another  in  North  Carolina.  One  bank 
is  organized  as  a  State  chartered  bank,  the  other  as  a  credit  union. 
Both  serve  local  businesses  with  special  needs.  The  subcommittee  is 
also  going  to  hear  from  the  customers  of  those  banks  and  from  con- 
sultants and  analysts  who  helped  plan,  found,  and  develop  the  in- 
stitutions. 

Finally,  the  subcommittee  will  hear  testimony  from  representa- 
tives of  community-based  organizations  in  two  cities  that  hope  to 
be  able  to  set  up  banks  on  the  community  development  model.  I 
am  very  pleased  that  one  of  these  witnesses  represents  a  very 
robust  bank-planning  team  in  my  hometown  of  Portland.  This 
project  already  has  a  working  capital  commitment  of  more  than  $2 
million.  We  are  hopeful  that  the  Portland  plan  will  receive  addi- 
tional support  from  new  Federal  initiatives. 

[Chairman  Wyden's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  The  Chair  wants  to  thank  all  of  our  witnesses 
for  their  consideration,  and  we  also  note  that  the  Honorable  Larry 
Combest  of  Texas,  our  ranking  minority  member  who  has  been  ex- 
tremely helpful  and  very  involved  in  the  work  of  this  subcommit- 
tee, and  particularly  its  economic  development  activities,  is  unable 
to  be  with  us  today.  The  gentleman's  opening  statement  will  be  put 
into  the  record. 

[Mr.  Combest's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  The  Chair  wants  to  thank  the  minority  for  all 
its  cooperation  and  assistance  in  this  and  the  other  work  of  the 
subcommittee. 

Let  me  call  forward  our  first  panel  of  witnesses.  Julia  Vindasius, 
executive  director.  Good  Faith  Fund,  and  vice  president.  Southern 
Development  Bancorp,  Pine  Bluff,  Arkansas;  Donald  L.  Beal,  Sr., 
president,  Arrow  Lumber  Co.,  Chicago;  Kate  McKee,  associate  di- 
rector, Center  for  Community  Self-Help,  Durham,  North  Carolina; 
and  Dorothy  Anderson,  owner,  Dorothie's  Custom  Fashions,  Pine 
Bluff,  Arkansas. 

If  all  of  you  will  come  forward,  we  welcome  you  to  the  subcom- 
mittee and  will  proceed  with  our  hearing. 

Let  me  tell  all  our  witnesses,  it  has  been  the  practice  of  this  sub- 
committee to  swear  all  the  witnesses  who  come  before  us.  Do  any 
of  you  have  any  objection  to  being  sworn  as  witnesses? 

[Witnesses  sworn.] 

Chairman  Wyden.  Why  don't  we  start  with  Mr.  Beal,  of  Chicago, 
and  then  go  to  Ms.  Anderson,  Ms.  Vindasius,  and  Kate  McKee. 

We  welcome  all  of  you.  We  thank  you  for  your  patience,  your 
consideration,  and  all  of  the  good  work  you  are  doing.  I  am  going  to 
put  your  prepared  statements  into  the  record  in  their  entirety.  We 
do  have  a  long  hearing  in  front  of  us,  so  I  would  like  to  ask  you  to 
confine  your  oral  remarks  to  about  5  minutes. 


I  will  tell  you  that  I  know  it  is  almost  a  biological  compulsion  to 
read  one's  statement  when  one  comes  to  Congress,  but  if  I  could  in 
some  way  entice  you  to  just  talk  to  us  for  about  5  minutes  or  so,  we 
will  make  your  prepared  statements  a  part  of  the  record,  and  I 
think  we  will  be  able  to  get  your  principal  concerns  covered. 

Mr.  Beal,  sir,  we  welcome  you.  Please  proceed. 

TESTIMONY  OF  DONALD  L.  BEAL,  SR.,  PRESIDENT,  ARROW 

LUMBER  CO. 

Mr.  Beal.  First,  I  would  like  to  thank  the  committee  for  inviting 
me  here  to  talk  about  our  involvement  with  the  South  Shore  Bank. 
My  company  has  been  in  existence  for  13  years,  and,  previous  to 
that,  I  was  a  banker  myself  for  7  years. 

Going  into  business,  certainly  for  a  new  business  owner,  there  is 
a  lot  of  fear.  Fear  of  trying  to  be  successful  and  certainly  that  fear 
is  very  prevalent  for  the  first  years  of  operation.  We  had  acquired 
an  existing  business,  and  we  knew  the  sales  that  it  had.  However, 
there  is  always  that  continued  fear,  are  you  going  to  be  in  business, 
especially  in  the  beginning  years. 

I  thought  my  involvement  with  South  Shore  Bank  was  very  im- 
portant in  solving  those  first  2  years  and  putting  together  a  financ- 
ing package  that  allowed  us  to  concentrate  on  the  business  instead 
of  the  drain  of  trying  to  meet  debt  financing  immediately. 

Our  loan  was  put  together  with  8  years'  maturity  and  no  princi- 
pal payment  for  1  year.  We  had  SBA  financing  that  went  along 
with  it.  Our  equity  financing  was  enhanced  by  a  subsidiary  of 
South  Shore  Bank,  a  minority  business  investment  corporation, 
The  Neighborhood  Fund,  which  put  money  with  our  capital,  which 
was  limited  capital,  to  acquire  the  business.  We  did  not  have  to 
begin  paying  that  funding  back  for  4  years. 

I  think  as  you  can  look  at  the  financing,  creative  financing  that 
was  put  together  by  South  Shore  Bank,  it  allowed  us  as  a  business 
to  concentrate  on  the  challenges  of  the  day-to-day  operations,  and 
not  worry  about  meeting  monthly  or  quarterly  principal  debt  re- 
payments. I  think  new  emerging  businesses  must  have  that  time  to 
concentrate  on  their  business  and  not  be  drained  from  the  funds 
that  they  develop  in  the  beginning  to  pay  back  debt. 

We  concentrated  on  the  day-to-day  operations  and  developing  the 
human  resources  to  stabilize  our  company  and  to  set  it  for  growth. 
The  human  resource  commitment  by  South  Shore  Bank  was  very 
helpful  in  terms  of  their  involvement  with  me  and  with  our  person- 
nel in  setting  a  foundation  of  things  that  we  had  to  look  at. 

Normal  banking  institutions  do  not  give  that  kind  of  time  com- 
mitment. They  just  look  at  the  budget  you  present,  they  look  at 
how  you  have  met  the  budgets,  and  where  you  are  going  in  the 
future,  but  I  think  in  any  community  development  bank,  their  per- 
sonnel must  be  involved  for  the  business  to  be  successful:  Under- 
standing and  helping  meeting  the  challenges  of  creating  budgets, 
break-even  points,  advertising  programs,  market  rents,  wage  and 
salary  review,  control  of  line  item  expenses,  and  assisting  in  focus- 
ing on  new  markets. 

The  community  development  bank  must  have  the  commitment  of 
manpower  to  assist  its  clients.  Banker-client  relationships  are  a  lot 


closer  than  in  most  of  the  conventional  bank  arena.  The  communi- 
ty development  bank  lenders  must  understand  all  of  the  areas 
within  the  businesses  that  they  lend,  and  certainly  our  success  over 
13  years  has  been  that  involvement  with  the  South  Shore  Bank. 

Long-term  commitments  are  important.  I  am  sure  the  bank  in 
the  beginning  was  not  successful  in  terms  of  profits.  There  must  be 
an  understanding  that  the  human  resources  over  a  long  term  will 
begin  to  generate  the  proper  profits  for  any  community  develop- 
ment bank  to  be  around  for  a  long  time. 

I  think,  as  we  look  at  the  markets  today,  other  agencies  will  be 
needed  to  assist  community  development  banks.  SBA  should  be  in- 
creasing their  guarantee  program  from  $750,000  up  to  $1.2  or  $1.5 
million.  The  category  sizes  are  important  to  be  doubled.  I  notice  as 
we  look  at  our  business,  our  size  category  will  not  meet  SBA  stand- 
ards. However  we  continue  to  need  that  help  to  be  able  to  do  the 
debt  financing  for  us  to  grow. 

In  the  13  years  that  we  have  been  in  business,  I  would  like  to 
talk  about  our  success,  other  than  profits  which  have  been  small. 
We  have  grown  from  25  to  285  employees.  Our  payroll  has  grown 
from  $400,000  to  $3.2  million.  We  have  grown  from  one  retail  oper- 
ation that  was  dying  in  one  of  the  worst  areas  of  Chicago  to  where 
it  is  successful  and  have  added  three  more,  all  in  closed-down  retail 
facilities  for  over  2  years. 

With  these  businesses  opening,  there  has  been  a  growth  of  retail 
business  around  them,  and  it  has  started  to  spark  business  develop- 
ment within  the  areas.  We  are  servicing  about  75,000  customers  a 
month,  and  we  have  grown  in  sales  from  $2  to  $26  million  in  that 
13-year  period. 

I  certainly  believe  that  the  community  development  banks  must 
also  have  subsidiaries  such  as  MESBIC,  real  estate  development 
corporations,  and  also  the  ability  to  have  training  facilities  to  de- 
velop jobs  for  the  businesses  within  the  area  they  serve. 

In  conclusion,  I  think  money  alone  is  not  the  only  issue  for  com- 
munity development  banks.  It  is  human  commitment,  long-term 
commitment.  As  I  look  at  my  relationship  with  South  Shore,  it  has 
been  the  human  involvement,  their  resources  working  with  me, 
that  has  allowed  us  to  be  successful  in  our  tenure  in  business. 

Chairman  Wyden.  Mr.  Beal,  thank  you  for  a  very  helpful  open- 
ing statement.  We  will  have  some  questions  here  in  a  moment. 

[Mr.  Beal's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  Why  don't  we  go  to  you,  Ms.  Anderson.  Wel- 
come. 

TESTIMONY  OF  DOROTHY  ANDERSON,  OWNER,  DOROTHIE'S 
CUSTOM  FASHIONS  AND  DESIGN 

Ms.  Anderson.  Thanks.  I  would  like  to  thank  Congressman  Ron 
Wyden  and 

Chairman  Wyden.  Ms.  Anderson,  the  one  thing  about  this  room 
is  the  microphones  are  just  infernal.  If  we  can  get  you,  particularly 
our  witnesses  with  soft  voices,  to  speak  right  into  them,  that  would 
be  very  helpful. 

Ms.  Anderson.  OK.  Again,  I  would  like  to  thank  Congressman 
Ron  Wyden  and  the  committee  for  this  invitation. 


My  name  is  Dorothy  Anderson,  and  I  am  located  at  1117  West 
5th  Avenue  in  Pine  Bluff,  Arkansas,  a  home-based  business.  I  do 
custom  tailoring  and  designs  for  men,  women,  and  children. 

I  know  some  people  might  say  what  makes  my  business  stand 
out  is  that  I  have  the  ability  to  sew  without  patterns,  and  you  can 
bring  me  a  picture  or  a  sketch,  whatever  you  want,  and  I  can  do 
that.  I  have  been  sewing  for  26  years,  which  qualifies  me  for  such  a 
business.  I  began  to  sew  as  an  adolescent,  and  am  sewing  even  to 
this  present  time. 

The  challenges  for  my  business  have  been  many.  One  was  the 
equipment  and  finances  I  needed.  I  also  had  a  challenge  with  the 
current  banking  system  because  of  the  stiff  procedures  in  lending 
money.  I  also  have  challenges  with  the  mainline  bank  when  I  went 
to  apply  for  loans  or  for  grants,  and  I  was  told  that  my  credit  had 
to  be  A-1  or  superb.  I  finally  went  to  the  Small  Business  Adminis- 
tration for  a  small  business  loan,  $25,000,  and  I  was  told  that  I 
needed  at  least  $5,000  in  the  bank  in  order  to  apply  for  a  $25,000 
loan  request.  I  made  the  statement  that  if  I  had  $5,000,  I  wouldn't 
need  a  $25,000  loan,  because  I  would  be  able  to  get  the  things  that 
I  wanted  because  I  was  starting  a  very  small  business,  and  I  would 
say  a  microbusiness. 

I  needed  the  finances  to  convert  a  side  porch.  I  couldn't  get  the 
loan,  so  what  I  did  was  to  purchase  materials  a  little  at  a  time,  and 
I  did  all  the  inside  work,  and  I  had  a  carpenter,  who  was  a  friend, 
to  help  me,  and  that  saved  me  money.  I  have  taken  the  slogan  that 
is  on  the  money  we  use  each  day  and  applied  it  to  myself,  "In  God 
I  Trust,"  because  "In  God  We  Trust"  continued  to  give  me  ideas  to 
develop  my  business.  With  God's  help  and  your  help,  there  is  noth- 
ing I  can't  accomplish. 

In  October  1992,  I  became  a  member  of  Good  Faith  Fund  in  Pine 
Bluff.  This  organization  has  been  great.  This  organization  gives  you 
the  opportunity  to  learn  business  procedures,  and  it  teaches  you 
how  to  become  a  businessman  or  a  businesswoman. 

Before  I  became  a  member  of  this  organization,  I  was  a  hobbyist, 
and  I  learned  that  I  was  not  a  businesswoman.  But  since  then,  I 
have  gone  through  the  procedure  and  gone  through  the  orienta- 
tion, and  it  was  fun  and  educational.  I  have  also  developed  rela- 
tionships. The  organization  has  allowed  us  to  organize  into  loan 
groups.  These  groups  help  us  to  help  each  other  and  also  develop 
close  relationships. 

I  have  had  positive  dealings  with  Good  Faith  Fund.  The  meetings 
that  we  go  to  are  not  just  boring  meetings.  The  meetings  have 
proven  to  be  of  value  in  training  because  of  the  training  that  it 
offers. 

Orientation  is  not  boring.  I  know  there  are  orientations  in  other 
businesses  as  well,  and  other  lending  organizations,  but  the  differ- 
ence in  this  lending  organization  is  that  you  have  the  close  and 
personal  contact. 

My  group  consists  of  six  members  and  two  are  independent.  The 
name  of  my  group  is  Good  Faith  Fund  Innovators,  which  is  GFF 
Innovators.  The  training  program  of  the  Good  Faith  Fund  address- 
es the  seriousness  of  organization  management,  financial  manage- 
ment, marketing,  and  other  areas  that  are  essential  to  owning  and 
operating  a  business. 


During  the  group  meeting,  GFF  doesn't  allow  just  anybody  to 
come  in.  There  are  professionals  who  come  in  and  give  their  profes- 
sional advice  and  the  business  tips,  which  are  very  valuable. 

Another  thing  I  like  about  Good  Faith  Fund  is  that  I  didn't  have 
the  opportunity  or  the  finances  to  take  the  courses  that  I  needed 
because  of  the  work  that  I  wanted  to  do  in  my  business. 

But  before  I  became  full-time  in  my  business,  I  was  a  police  offi- 
cer. At  that  time,  I  didn't  have  the  time  to  really  work  like  I 
wanted  to  because  of  the  shift  work.  But  in  1992,  I  joined  the  Good 
Faith  Fund.  I  was  certified  in  December.  This  allowed  me  to  apply 
for  a  loan,  and  when  I  applied  for  the  loan,  I  had  no  problems.  I 
didn't  have  to  wait  a  long  time.  I  went  in  and  the  only  thing  I  had 
to  do  to  qualify  for  this  loan  was  to  complete  my  6  weeks'  orienta- 
tion and  training.  I  had  to  go  before  your  group,  which  consists  of 
those  six  people  and  the  representative. 

The  problems  that  I  faced  with  the  established  banking  systems 
is  that  there  are  long  waits  before  a  loan.  I  have  had  friends  tell 
me  that  they  would  go  in  for  a  loan  or  for  consultation  for  a  loan, 
and  they  would  sit  there  for  a  long  wait  just  to  have  their  loan 
denied.  With  Good  Faith  Fund,  it  is  not  so. 

I  think  that  the  established  parallel  banking  system  is  good  in 
the  area  of  Good  Faith  Fund,  A  remedy  for  the  long  meetings  with 
the  established  banking  system  should  be  to  a  point  whereas  the 
institution  should  send  out  the  proper  information  to  the  applicant. 
At  this  point,  the  applicant  will  have  to  return  thorough  informa- 
tion, leaving  no  stones  unturned. 

Also,  I  don't  feel  that  the  established  banking  system  should  be 
done  away  with.  While  this  is  being  done,  it  should  be  established 
along  with  it.  In  doing  so,  this  will  allow  the  people  who  are  in  the 
established  banking  system  the  opportunity  to  recognize  things 
that  they  need  to  be  doing  or  correct  to  help  others.  This  will  also 
give  an  opportunity  to  people  who  are  less  fortunate.  The  estab- 
lished banking  systems  also  have  programs,  but  these  programs  are 
more  established  for  those  who  are  in  business,  those  who  have 
ready  cash  on  hand,  and  for  those  that  have  a  sizable  amount  of 
cash  on  hand,  but  it  is  not  for  the  less  fortunate. 

With  a  banking  system,  such  as  a  community  development  bank- 
ing program  as  Good  Faith  Fund,  allows  the  less  fortunate  to 
obtain  businesses.  There  are  a  lot  of  people  who  are  less  fortunate, 
and  they  have  these  brilliant  business  ideas  and  need  an  opportuni- 
ty to  present  themselves. 

Another  basic  problem  that  I  see  in  redevelopment  in  my  com- 
munity is  vacant  buildings.  I  live  about  10  blocks  from  the  down- 
town area,  and  on  about  every  corner  there  is  a  vacant  building 
that  was  once  a  business.  The  Good  Faith  Fund  is  located  in  the 
downtown  area  of  Pine  Bluff  in  a  newly  renovated  building,  and 
this  building  really  enhances  downtown  Pine  Bluff. 

The  Federal  effort  should  extend  as  far  as  to  obtain  these  vacant 
buildings  and  to  let  the  customers  of  the  community  development 
banks  occupy  these  buildings.  But  they  should  be  charged  a  month- 
ly rate  for  occupying  the  building,  and  this  monthly  rate  could  be 
applied  toward  the  purchase  of  the  building. 

There  are  many  buildings  in  my  community  and  other  communi- 
ties that  are  in  good  condition.  Some  are  in  fair  condition,  and 
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some  need  little  to  no  repairs.  The  benefits  of  the  Government  ob- 
taining these  buildings  for  the  occupant  of  small  businesses,  has  a 
threefold  purpose:  First,  vacant  buildings  will  be  occupied  which 
will  solve  the  problem  of  run-down  communities;  second,  it  will  en- 
hance the  community  with  new  businesses;  and  third,  another  self- 
employed  person  is  happy. 

I  think  that  the  Good  Faith  Fund,  too,  allows  you  the  opportuni- 
ty to  afford  the  type  of  business  that  you  would  like,  and  you  can 
start  up — $1,200  is  not  a  lot  of  money,  but  to  some  it  is — if  they  can 
get  $5,000  or  25,000.  With  $1,200,  like  I  said  before,  it  helped  me  to 
get  equipment  to  further  enhance  my  business. 

Right  now,  I  need  expansion  in  my  business,  at  the  rate  that  my 
business  is  growing.  I  need  expansion  for  space  for  employees  and 
more  equipment. 

I  feel,  too,  that  the  development  banking  system — the  Good  Faith 
Fund — has  been  very  essential  for  small  business  people.  Thank 
you  again  for  inviting  me. 

Chairman  Wyden.  Ms.  Anderson,  a  very  helpful  and  very  excel- 
lent presentation.  We  will  have  some  questions  here  in  a  moment. 

[Ms.  Anderson's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  Let's  go  next  to  Ms.  Vindasius,  also  from  Pine 
Bluff,  Arkansas.  Welcome.  Am  I  pronouncing  that  correctly? 

Ms.  Vindasius.  Vindasius. 

Chairman  Wyden.  Vindasius,  excuse  me. 

TESTIMONY  OF  JULIA  VINDASIUS,  EXECUTIVE  DIRECTOR,  GOOD 

FAITH  FUND 

Ms.  Vindasius.  That  is  all  right.  Thank  you.  My  name  is  Julia 
Vindasius.  I  am  the  executive  director  of  the  Good  Faith  Fund.  I 
am  very  proud  to  be  the  executive  director  of  the  Good  Faith  Fund 
now  after  Dorothy's  testimony.  We  are  a  nonprofit,  nonbank  pro- 
gram of  Southern  Development  Bancorporation,  which  is  a  commu- 
nity development  bank  holding  company  in  Southern  Arkansas. 

Your  invitation  requested  background  and  an  assessment  of  com- 
munity development  banking.  I  think  my  written  testimony  gives 
more  background  about  Southern  and  our  sister  institution  in  Chi- 
cago, the  Shorebank  Corp. 

I  think,  in  addition  to  Southern  and  Shorebank,  it  is  important 
to  note  that  community  development  banking  encompasses  a  whole 
range  of  practice  and  experience.  I  think  community  development 
banks  are  more  appropriately  labeled  community  development  fi- 
nancial institutions  that  have  emerged  in  urban  and  rural  commu- 
nities over  the  last  20  years. 

Community  development  financial  institutions  can  be  thought  of 
on  a  continuum  that  serve  a  variety  of  credit  and  development 
needs.  On  one  end  of  the  continuum  are  microloan  funds,  like  the 
Good  Faith  Fund,  that  are  designed  to  assist  low-  and  moderate- 
income  individuals  who  want  to  start  or  expand  small  businesses. 

Next  on  the  continuum  are  community  development  loan  funds 
that  are  unregulated  financial  intermediaries  that  aggregate  cap- 
ital from  individuals  and  institutional  investors  and  relend  this 
money  primarily  to  nonprofit  housing  and  business  developers  in 
urban  and  rural  low-income  communities. 


Next  are  community  development  credit  unions  that  are  regulat- 
ed financial  cooperatives,  and  at  the  other  end  of  the  continuum 
are  community  development  banks  and  bank  holding  companies 
such  as  Southern  Development  Bancorporation,  which  include  a 
federally  insured  and  regulated  depository  institution,  as  well  as  a 
group  of  community  development  affiliates  and  subsidiaries  for 
real  estate  development,  venture  capital  development,  and  nonprof- 
it activities. 

Interspersed  along  the  continuum  are  community  development 
corporations  that  provide  financing  in  distressed  areas  and  other 
hybrid  organizations  that  combine  human  and  social  development 
with  economic  and  financial  development. 

For  example,  many  different  community-based  organizations  are 
adding  microloan  programs  to  their  existing  programs  or  other 
small  business  assistance  programs  that  respond  to  the  credit  and 
the  development  gaps  that  result  in  disinvested  communities.  A 
parallel  banking  system  has  really  emerged  in  the  last  10  to  20 
years  to  support  the  disenfranchised  individuals  and  communities 
that  are  shunned  by  conventional  investors,  commercial  banks. 

Community  development  bank  holding  companies  like  Southern 
and  Shorebank  are  distinguished  by  their  structure  and  their  spe- 
cialized commitment  to  the  revitalization  to  the  community  for  the 
benefit  of  its  residents.  While  the  bank  is  a  critical  component  of 
the  structure,  a  bank  alone  cannot  accomplish  redevelopment  ob- 
jectives in  distressed  communities. 

Southern,  for  example,  consists  of  five  subsidiaries  and  affiliates 
which  have  been  operating  in  rural  southern  Arkansas  since  1988. 
Southern  structure  was  modeled  after  Shorebank  in  Chicago,  which 
was  the  first  attempt  to  use  a  banking  enterprise  as  the  core  of  a 
comprehensive  development  intervention. 

Working  with  senior  managers  from  Shorebank,  Southern  raised 
initial  capital  of  $13  million  from  patient,  primarily  institutional, 
investors  who  shared  our  commitment  to  community  development, 
to  purchase  and  capitalize  the  Elk  Horn  Bank  and  Trust  in  Arka- 
delphia,  Arkansas;  Opportunity  Lands,  Inc.,  which  is  a  for-profit 
real  estate  development  company;  Southern  Ventures,  which  is  a 
SBIC  venture  capital  company;  and  Arkansas  Enterprise  Group,  a 
501(c)(3)  nonprofit  affiliate  which  houses  two  programs,  the  AEG 
Manufacturing  Services  and  the  Good  Faith  Fund. 

Southern  subsidiaries  and  nonprofit  affiliate,  Arkansas  Enter- 
prise Group,  complement  the  investment  activities  of  the  bank  by 
taking  on  higher  risk  investments  and  initiating  new  development 
interventions  that  range  from  targeted  commercial  real  estate  de- 
velopment to  microenterprise  management  training. 

As  a  bank  holding  company,  we  are  distinguished  from  conven- 
tional banks  in  several  ways.  Primarily,  Southern  has  a  specialized 
mission  of  community  renewal  for  the  benefit  of  local  residents. 
Second,  to  complement  the  mission.  Southern  has  a  special  leader- 
ship, ownership,  and  governing  structure.  A  special  kind  of  patient 
shareholder  supports  community  development  banking  activities, 
one  that  recognizes  the  importance  of  long-term  economic  returns 
over  short-term  profits. 

With  that  as  background,  let  me  share  with  you  about  a  special 
type  of  community  development  banking,   what  we  do  at  Good 
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Faith  Fund.  Good  Faith  Fund  works  solely  with  individuals  who 
are  self-employed  or  interested  in  becoming  self-employed  as  an 
avenue  toward  self-sufficiency.  Modeled  after  the  successful  Gra- 
meen  Bank  of  Bangladesh,  Good  Faith  Fund  has  adapted  a  peer 
group  lending  technique  to  deliver  credit,  lending,  a  savings  pro- 
gram, and  networking  support  to  residents  in  the  southeastern 
counties  of  Arkansas. 

Operating  like  a  membership  organization.  Good  Faith  Fund  cur- 
rently has  more  than  180  active  members,  all  of  whom  have  com- 
pleted the  seven  sessions  of  business  orientation  and  training.  Ap- 
proximately 65  percent  of  our  members  are  female  and  75  percent 
are  African- American.  Approximately  20  percent  receive  public  as- 
sistance. As  of  this  week,  Good  Faith  Fund  has  made  109  loans  to- 
taling over  $230,000.  We  offer  a  forum  for  people  to  learn  the  busi- 
ness skills  that  are  necessary  and  to  provide  them  the  support  they 
need  to  build  their  credit  histories  and  develop  the  track  records 
that  will  enable  them  to  be  successful  in  the  marketplace. 

Until  last  year,  the  loan  capital  for  Good  Faith  Fund  came  from 
private  foundations  in  the  form  of  grants,  and  in  September  of  last 
year,  Arkansas  Enterprise  Group  and  Good  Faith  Fund  became  a 
participant  in  the  SBA  microloan  demonstration  program.  We  have 
borrowed  $750,000  at  6  3/4  percent  for  10  years  from  the  SBA  that 
we  will  use  as  capital  to  relend  to  microentrepreneurs  in  our 
region. 

Since  we  got  the  SBA  loan,  we  have  made  31  self-employment 
loans  with  the  SBA  capital,  and  52  percent  of  those  loans  were 
made  to  startup  businesses.  It  is  important  to  note  that  few,  if  any, 
of  our  Good  Faith  Fund  customers  would  be  eligible  for  convention- 
al financing.  None  have  the  assets,  the  equity,  the  track  record,  the 
bookkeeping  systems,  the  credit  history,  or  even  the  deposit  rela- 
tionships that  are  necessary  to  get  a  bank  loan. 

For  example,  Jessie,  a  beautician,  might  be  a  typical  applicant  at 
a  local  bank.  She  is  a  woman  in  her  mid-40's,  married,  with  three 
children.  She  has  been  in  the  beauty  and  hair  dressing  business  for 
10  years,  working  out  of  the  front  room  of  her  home,  often  until  11 
o'clock  at  night.  She  would  like  to  move  her  business  out  of  her 
home  for  two  reasons:  In  order  to  increase  visibility  and  generate 
new  customers. 

Jessie  would  like  to  borrow  $1,200  to  open  her  new  storefront  lo- 
cation. She  can  buy  a  larger  hot  water  heater  so  she  doesn't  have 
to  wait  30  minutes  for  the  water  to  reheat  between  clients,  install 
shelves,  and  purchase  inventory.  She  can  increase  her  sales  from 
$600  a  month  to  about  $1,200  a  month. 

She  has  no  credit  history.  Her  furniture  and  her  television  are 
rented.  While  she  is  purchasing  her  home,  there  is  no  equity  to 
borrow  against.  Jessie  has  kept  her  own  books  but  does  not  have 
year-end  or  monthly  financial  statements  to  show  her  business 
income.  Given  the  absence  of  the  credit  history,  the  unpredictabil- 
ity of  self-employment  income,  and  the  absence  of  collateral  or  sig- 
nificant business  skills,  the  bank  is  going  to  be  unable  to  make  this 
loan. 

Another  customer,  Ted,  has  been  an  independent  distributor  of 
Mr.  Pure  and  Snapple  juice  for  almost  3  years.  He  used  to  distrib- 
ute for  another  company  but  decided  to  become  self-employed  after 
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a  dispute.  His  wife,  Sue,  helps  out  by  keeping  the  books.  They  have 
run  a  small  business  together  before. 

Currently,  Ted  has  to  travel  100  miles  round-trip  to  pick  up  the 
juices  for  delivery.  The  larger  the  quantity  of  juice  cases  he  can 
pick  up  the  more  economical  and  profitable  his  resale  will  be.  With 
a  $1,200  loan,  he  can  purchase  more  inventory  per  trip,  getting  the 
maximum  number  of  cases  that  his  van  can  carry. 

Just  over  50  years  old,  Ted  has  lived  in  Pine  Bluff  for  30  years 
and  is  a  member  of  the  Lion's  Club  and  active  in  his  church.  He 
has  a  decent  credit  history,  but  he  is  making  payments  on  three 
vehicles,  and  he  has  a  tax  lien  on  a  payment  plan  with  the  IRS. 
They  have  no  savings.  His  wife  works  as  a  receptionist  at  mini- 
mum wage,  but  the  business  income  is  the  primary  source  of 
income  for  his  family.  All  of  his  transactions  are  on  a  cash  basis. 

While  a  loan  officer  at  a  conventional  bank  would  not  make 
those  loans.  Good  Faith  Fund  has  made  each  of  those  loans.  Good 
Faith  Fund  has  been  able  to  provide  the  necessary  technical  assist- 
ance to  each  of  these  companies  so  that  they  are  current  on  their 
loan  payments  and  their  businesses  are  growing.  At  present,  banks 
in  our  area  cannot  justify  or  support  these  loans  because  of  the 
nature  of  the  requests,  their  inability  to  absorb  risk,  their  inability 
to  provide  ongoing  technical  assistance,  and  their  lack  of  interest 
in  small  loans  in  general. 

For  example,  our  average  peer  group  loan  is  $1,800.  Interest 
income  off  of  a  $1,800  loan  extended  at  8  percent  for  a  year  is 
about  $79.  According  to  the  functional  cost  analysis  that  is  pub- 
lished by  the  Federal  Reserve,  it  costs  $148  for  the  average  small 
bank  to  simply  originate  a  loan  of  $1,800.  Origination  costs  don't 
include  credit  losses,  collection  costs,  or  interest  expenses  in  carry- 
ing the  loan. 

A  key  for  each  of  our  borrowers,  and  it  is  a  principle  of  commu- 
nity development  banking,  is  that  money  alone  is  not  enough. 
Without  substantial  technical  assistance  for  each  and  every  one  of 
our  businesses,  the  loan  would  be  imprudent,  and  probably  counter- 
productive, to  the  goal  of  stabilizing  and  growing  a  business. 

As  a  microenterprise  practitioner  for  more  than  5  years,  I  have 
learned  that  loans  and  technical  assistance  are  symbiotic.  Microen- 
trepreneurs  have  both  financial  and  nonfinancial  needs,  such  as 
training,  support,  counseling,  and  business  analysis,  that  must  be 
met  to  make  these  businesses  viable. 

What's  true  for  individuals  is  also  true  for  communities.  What 
works  are  comprehensive  efforts  that  address  social  and  human  de- 
velopment needs,  not  just  their  financial  requirements.  Credit  is  a 
necessary  building  block,  but  it  is  not  sufficient  to  restore  and  re- 
build communities. 

The  current  draft  legislation  for  Federal  support  of  community 
development  banking  is  a  welcome  effort.  Equity  investments  in 
the  form  of  grants  and  low-interest,  long-term  loans  to  existing 
community  development  financial  institutions  are  essential  for 
broadening  and  deepening  the  impact  that  these  seasoned  institu- 
tions have  had  on  distressed  communities  and  regions  of  our  coun- 
try. 

We  urge  you  to  support  the  capital  and  the  technical  assistance 
needs  of  a  broad  spectrum  of  these  institutions  with  distinctly  dif- 
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ferent  programs,  tailoring  support  to  their  different  strengths  and 
purposes  and  expertise.  The  details  of  all  the  legislative  and  regula- 
tory recommendations  I  leave  with  my  colleagues  who  will  be 
speaking  later  on  in  the  panel. 

I  hope  that  this  information  has  been  useful  to  you,  and  we 
would  be  happy  to  answer  any  questions.  Thanks. 

[Ms.  Vindasius's  statement,  with  attachments,  may  be  found  in 
the  appendix.] 

Chairman  Wyden.  I  thank  you,  and  it  has  been  very  useful.  We 
will  have  some  questions  in  a  moment. 

Ms.  McKee,  welcome. 

TESTIMONY  OF  KATHARINE  MCKEE,  ASSOCIATE  DIRECTOR, 
CENTER  FOR  COMMUNITY  SELF-HELP 

Ms.  McKee.  On  behalf  of  the  Center  for  Community  Self-Help,  I 
would  like  to  thank  you  for  holding  these  hearings  and  looking  into 
this  important  issue. 

I  would  like  to  briefly  make  three  points.  First,  I  will  describe 
the  Self-Help  model,  which  is  a  bit  different  from  the  Shorebank 
and  Southern  model.  Second,  I  would  like  to  give  a  quick  overview 
of  our  commercial  lending  and  why  we  think  it  works,  being  a  type 
of  lending  that  doesn't  work  for  conventional  lenders  very  well. 
Then,  third,  I  would  like  to  offer  some  suggestions  in  terms  of 
design  of  the  Federal  community  development  banking  legislation, 
particularly  as  it  pertains  to  small  business  lending. 

I  think  having  Dorothy  and  Donald  here  has  helped  bring  us 
down  to  earth.  I  would  like  to  start  with  a  down-to-earth  story  from 
North  Carolina  of  the  Workers-Owned  Sewing  Co.  As  the  name 
suggests,  this  is  a  worker-owned  business,  owned  entirely  by  its 
low-income,  minority,  women  workers.  It  started  in  the  early  1980's 
and  came  to  us  in  the  mid-1980's  with  a  problem. 

It  had  a  little  bit  of  bank  financing,  but  was  unable  to  get  the 
expansion  capital  it  needed.  It  produces  low-end  garments  for  K- 
Mart,  Sears,  and  other  retailers.  Without  being  able  to  get  some 
working  capital,  it  couldn't  expand.  It  couldn't  go  directly  to  those 
retailers  and  produce  on  a  large  enough  scale  to  be  able  to  meet 
their  needs  and  so  was  losing  a  lot  of  its  profitability  to  middle 
men  and  marketing  intermediaries. 

After  working  for  probably  some  100  hours  with  this  business,  we 
were  able  to  make  a  $75,000  working  capital  loan  which,  in  turn, 
enabled  WOSCO  to  expand  from  50  to  80  jobs  and  expand  its  sales 
from  $400,000  to  $1  million.  It  repaid  its  loan  at  market  interest 
rates,  and,  in  turn,  we  were  able  to  make  more  loans  of  this  type  to 
WOSCO  and  to  other  businesses  of  this  type,  many  of  them  at  a 
microlevel,  as  has  been  described  by  Julia  and  Dorothy. 

I  think  this  illustrates  that  the  kind  of  financing  that  community 
development  banks  provide  really  can  create  jobs  and  economic 
prosperity,  and  you  are  right  to  say  that  this  should  be  one  of  the 
main  bottom  line  assessments  of  whether  any  community  develop- 
ment banking  initiative  works. 

I  would  also  like  to  add  that  the  credit  crunch  is  real.  We  have 
seen  many  businesses,  profitable  businesses,  with  long-term  bank- 
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ing  relationships,  that  have  gotten  a  call  from  their  loan  officer 
calling  their  line  of  credit  or  saying, 

We  are  not  going  to  extend  any  more  credit;  we  know  you  have  never  missed  a 
payment,  but  our  corporate  strategy  has  changed,  and  we  are  not  doing  this  kind  of 
lending  any  more;  it  is  not  profitable  for  us. 

Ms.  McKee.  This  has  been  a  very  real  phenomenon.  However, 
the  credit  crunch  can't  explain  all  the  needs,  and  cyclical  changes 
alone  are  not  going  to  help  meet  the  types  of  credit  needs  that 
have  been  described  by  Donald  and  Dorothy. 

That  is  why  an  industry  of  community  development  finance  in- 
stitutions like  Self-Help  have  grown  up  over  the  years.  We  were 
created  in  1980  and  in  1984  founded  two  financial  institutions,  Self- 
Help  Credit  Union  and  the  Self-Help  Ventures  Fund,  and  became 
at  that  point  then  the  first  statewide  community  development 
banking  institution  in  the  country. 

We  currently  have  about  $40  million  in  assets.  We  began  with 
$77  from  a  cake  that  was  raffled  off  that  had  been  contributed  by 
one  of  our  borrowers,  a  small  startup  bakery  out  of  a  major  zipper 
plant  shutdown  in  Eastern  North  Carolina. 

We  see  that  development  banking  really  has  two  key  aspects. 
First,  that  the  institutions'  core  mission  is  lending  to,  and  investing 
in,  communities  and  people  and  places  that  are  underserved  by  the 
traditional  banking  system.  They  must  target  those  constituencies 
as  their  main  business,  not  a  sideline  activity.  In  our  case,  we  try 
to  do  so  on  a  statewide  basis. 

Second,  is  their  structure.  As  Julia  has  described,  we  would  agree 
that  this  structure  for  a  full-fledged  community  development  bank 
institution  includes  a  regulated  depository  institution — in  our  case 
a  credit  union — which  serves  as  the  engine  for  the  financial  institu- 
tion, along  with  unregulated — and  in  our  case  nonprofit — affiliates, 
Self-Help  Ventures  Fund  and  Self-Help. 

The  role  of  the  credit  union  is  to  be  able  to  take,  insure  deposits, 
and  convert  them  into  development  finance  and  development  in- 
vestments. It  is  a  very  powerful  tool  to  be  able  to  offer  insured  ac- 
counts to  people  from  all  over  the  country  who  want  their  funds  to 
be  used  for  this  purpose,  but  are  not  willing  to  trade  off  the  safety 
of  their  savings. 

We  chose  a  credit  union  for  three  reasons.  It  has  very  low  entry 
requirements.  We  were  able  to  start,  as  I  mentioned,  with  capital 
in  the  thousands  of  dollars  instead  of  the  millions  of  dollars. 
Second,  it  let  us  grow  incrementally.  We  lost  our  first  three  loans. 
We  have  lost  a  few  more  since  then,  but  have  been  able  to  come 
very  quickly  up  the  learning  curve  without  putting  large  amounts 
of  capital  at  risk  in  the  early  stages.  Finally,  we  preferred  a 
member-owned  institution,  and  feel  that  it  is  important  that,  over 
time,  communities  own  their  own  capital  and  own  their  own  finan- 
cial assets. 

The  nonprofit  affiliates  play  an  important  role  in  being  able  to 
attract  grants  and  low-interest  investments  to  support  the  higher 
risks  and  transactions  costs  of  this  kind  of  financing;  to  experiment 
in  ways  that  a  regulated  depository  institution  cannot;  to  advocate 
more  aggressively  than  a  bank  or  credit  union  can  with  its  peer 
lenders  and  conventional  lenders  about  the  need  to  adopt  some  of 
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these  products;  and  to  be  able  to  advocate  as  well  with  the  second- 
ary markets  and  the  public  sector  about  policies,  laws,  and  regula- 
tions that  would  support  community  development  p.ctivities. 

Since  we  began  lending  in  the  mid-1980's,  we  have  extended 
roughly  $40  million  in  financing.  Half  of  this  was  commercial.  In 
1992,  we  made  about  $5  million  in  business  loans.  These  went  to 
138  enterprises  ranging  from  a  recycling  business  to  a  paralegal 
starting  up  her  own  company  to  a  shellfish  hatchery.  Two-thirds  of 
these  loans  were  rural.  One  of  the  issues  that  you  raised  in  your 
invitation,  and  I  hope  we  will  have  a  chance  to  explore,  is  how  to 
make  these  institutions  work  in  rural  areas.  Of  our  loans,  40  per- 
cent were  to  women-owned  businesses  and  over  half  were  to  minor- 
ity-owned businesses. 

We  were  thrilled  last  week  to  be  able  to  attend  a  Rose  Garden 
ceremony  at  which  Denise  Cooke,  one  of  our  borrowers  and  an 
AFDC  recipient  and  public  housing  resident  who  had  taken  a  mi- 
croloan  to  support  her  business,  was  asked  by  the  President  to 
come  up  and  speak  about  her  business.  This  really,  I  think,  is  the 
essence  of  what  development  finance  is  about. 

Our  loss  rates  have  averaged  less  than  one-half  of  one  percent  on 
our  annual  portfolio,  and  so  have  been  very  low.  I  believe  that 
Shorebank  and  Southern  have  had  comparable  experiences. 

I  would  like  to  highlight  five  reasons  why  we  are  able  to  achieve 
this  kind  of  lending  with  such  low-loss  rates  and  then  to  suggest 
five  principles  for  the  design  of  Federal  community  development 
banking  legislation. 

I  think  the  first  reason  that  these  institutions  are  able  to  do  this 
is  it  is  our  main  business.  This  is  not  an  add-on;  these  are  not  CRA 
obligations;  this  is  what  we  do  as  our  core  business.  We  have  devel- 
oped it  as  a  specialized  business.  We  hire  staff  who  are  committed 
to  it,  who  are  willing  to  go  out  and  develop  the  expertise,  and  it 
can  work.  There  are  products  and  services  that  can  be  offered  if 
you  try  hard  enough  to  offer  them. 

Second,  I  think  is  the  use  of  flexible  underwriting  techniques.  We 
use  the  same  criteria  that  banks  do — we  certainly  look  at  cash- 
flow, equity,  collateral,  and  so  on, — but  we  are  willing  to  let 
strength  in  one  area  offset  weakness  in  another  area.  Worker 
Owned  Sewing  Co.,  for  example,  was  profitable,  had  seasoned  man- 
agement, but  had  very  poor  books  and  not  a  lot  of  collateral  to 
offer.  We  were  willing  to  take  that  risk  and  it  paid  off. 

Third,  investment  and  lending  is  really  a  face-to-face  process.  It 
is  character  based.  When  we  see  entrepreneurs  like  Donald  and 
Dorothy  come  to  us,  and  we  have  a  chance  to  sit  down  and  talk 
with  them  and  really  see  the  commitment  that  they  have,  the 
skills  that  they  have,  it  goes  beyond  the  formulas,  it  goes  beyond 
the  collateral. 

Fourth,  is  the  point  that  has  been  made  by  all  the  other  panel- 
ists: It  is  essential  to  be  able  to  provide  management  and  technical 
assistance. 

Finally,  we  believe  it  is  essential  to  charge  market  rates.  We  do 
not  subsidize  our  interest  rate.  What  Donald  and  Dorothy  need  is 
access  to  capital.  They  don't  need  cheap  capital. 

For  the  past  2  years,  we  have  been  a  SBA  7(a)  lender  and  have 
made  roughly  $3.2  million  in  loans.  For  the  past  8  months,  we  have 
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also  participated  in  the  SBA  Micro-Loan  demonstration.  We  have 
originated  60  loans,  I  think  about  a  sixth  of  the  national  total,  have 
used  up  all  our  capital,  and  are  applying  for  more.  Our  testimony 
includes  some  recommendations  about  how  each  of  these  programs 
can  be  strengthened. 

Let  me  conclude  then  with  five  principles  I  think  should  guide 
the  Federal  community  development  banking  initiative.  First  of  all, 
there  is  a  need  for  a  system  which  can  harness  both  the  strengths 
of  the  conventional  banking  system  and  of  community  development 
financial  institutions. 

It  is  important  to  have  tough  CRA  enforcement.  I  think  banks 
need  to  be  held  much  more  accountable  for  their  small  business 
lending  portfolios.  To  date,  most  of  the  CRA  activity  has  focused  in 
the  housing  area,  and  we  offer  some  suggestions  about  how  that 
might  be  improved. 

But  there  are  credit  needs  which  can  only  be  met  in  combination 
with  community  development  financial  institutions  or  by  our  insti- 
tutions alone.  So,  I  see  really  three  categories  of  needs.  Those  the 
banks  can  meet,  those  they  can  meet  in  partnership  with  our  insti- 
tutions, and  those  that  are  compelling,  can  be  done  in  a  market 
sense,  but  need  to  be  done  by  specialized  institutions. 

The  second  general  principle  is  to  be  inclusive.  There  is  a  whole 
industry,  as  Julia  described,  of  institutions  of  this  type.  They 
should  be  able  to  choose  what  structure  would  work  best  in  their 
community,  which  constituencies  they  are  going  to  serve.  In  some 
cases,  narrow  geographic  targeting  makes  sense;  in  others  it  does 
not,  and  they  should  be  able  to  develop  gradually  a  whole  range  of 
products  and  services  that  we  now  see  in  a  more  mature  model 
such  as  the  South  Shore  model.  We  believe  that  with  this  kind  of 
system  you  could  get  to  100  institutions  in  4  or  5  years,  some  of 
them  being  full-fledged  community  development  banking  institu- 
tions, and  others  being  well  down  that  road. 

A  third  principle  is  that  support  that  is  provided  should  be  incre- 
mental and  performance-based.  Seed  broadly  and  build  on  winners 
in  order  to  get  a  strong  industry  and  a  diverse  industry. 

The  fourth  principle  is  that  what  is  most  needed  is  equity  capital 
for  these  institutions. 

Finally,  we  believe  that  practitioners  must  be  involved  in  the 
design  and  the  implementation  of  this  entity. 

We  have  studied  carefully  the  recommendations  that  have  come 
out  of  various  Hill  hearings,  some  of  the  bills  that  are  out  on  the 
Hill  and  the  Clinton  administration's  draft  proposal.  We  are  en- 
couraged that  some  of  these  principles  seem  to  be  embodied  there 
and  hope  that  practitioners  from  the  community  development  fi- 
nancial institution  side  will  continue  to  be  able  to  have  some  input 
in  the  design.  A  cookie  cutter  approach  is  simply  not  going  to  work. 

Thank  you  very  much. 

[Ms.  McKee's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  All  right,  Ms.  McKee,  thank  you. 

All  of  you  have  given  excellent  presentations,  a  great  way  to 
open  this  discussion.  As  I  said,  this  is  the  first  subcommittee  that 
has  looked  specifically  at  the  issue  of  small  business  lending  that 
relates  to  community  development  banks.  There  have  been  scads  of 
hearings  looking  at  banking  issues,  CRA  issues,  and  a  variety  of 
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other  questions,  but  we  are  specifically  concerned  about  small  busi- 
ness lending.  That  is  where  I  think  the  great  need  has  been. 

We  have  seen  all  kinds  of  Federal  efforts  in  disadvantaged  areas 
that  have  zeroed  in  on  mortgages,  for  example.  Of  course,  that  is  a 
tremendous  need  as  well.  But  the  question  of  lending  to  small  busi- 
ness is  one  that,  in  my  view,  has  been  given  a  short  trip. 

Let  me  begin  by  asking  you,  Mr.  Beal,  and  you,  Ms.  Anderson, 
about  your  experiences  with  the  traditional  banking  system,  and 
let  me  say,  I  have  generally  been  of  the  view  that  the  traditional 
bankers  don't  get  up  in  the  morning  and  say,  gee  whiz,  today  I  am 
going  to  be  rotten  to  Ms.  Anderson,  and  I  am  going  to  be  horrible 
to  Mr.  Beal,  and  then  I  am  going  to  have  a  nice  day. 

I  don't  get  the  feeling  that  is  what  goes  on.  I  think  much  more 
likely  is  the  matter  of  their  being  able  to  make  money  more  quick- 
ly in  other  areas;  that,  in  effect,  they  have  looked  at  other  areas 
and  have  said,  gee,  Ms.  Anderson  and  Mr.  Beal  are  actually  very 
nice  people,  they  seem  to  be  good  citizens  and  all,  but  we  can  make 
money  faster  somewhere  else. 

I  am  particularly  struck,  Mr.  Beal,  by  the  fact  that  you  were  a 
banker,  got  a  winning  idea,  and  still  the  traditional  banking 
system,  if  not  exactly  stiffing  you,  wasn't  hospitable.  Why  don't  you 
start  by  describing  your  experience  with  the  traditional  banking 
system,  and  then,  maybe,  Ms.  Anderson,  you  could  tell  us  your 
story. 

Mr.  Beal.  First,  in  terms  of  my  experience  as  a  banker,  and  I 
have  worked  for  two  institutions.  One  was  American  National 
Bank  in  Chicago;  the  other  one  was  the  Hyde  Park  Trust  Bank  in 
Chicago. 

At  the  American  National  downtown  institution,  one  of  the  keys 
there  was  constant  conversation.  If  I  have  to  spend  time  on  a  loan, 
I  would  rather  spend  more  time  on  a  big  loan  than  a  small  loan.  It 
takes  just  the  same  amount  of  time,  and  I  can  earn  more  money  on 
it,  and  I  am  going  to  look  very  good  in  the  eyes  of  my  peers,  and  I 
can  move  up  the  corporate  ladder  a  lot  faster.  Therefore,  as  young 
business  people  or  fledgling  businesses  would  come  in,  they  were 
turned  away  very  quickly. 

The  last  bank  I  worked  for,  which  was  Hyde  Park,  I  headed  up 
the  Urban  Development  Division,  strictly  a  whole  different  view- 
point in  terms  of  developing  business  and  trying  to  develop  within 
the  community  that  we  served,  and  we  would  look  at  businesses 
differently.  We  would  look  at  them  in  terms  of  how  would  this 
business  be  10  years  from  now?  What  does  it  do  to  the  community? 
How  does  it  affect  the  commerce  on  the  block  that  they  are  in? 

Taking  that  viewpoint,  you  don't  look  at  how  much  time  do  you 
put  on  a  deal;  you  look  at  can  you  make  the  deal?  Are  the  people 
right?  You  start  to  look  at  the  character  of  individuals,  who  they 
are,  are  they  upstanding,  looking  at  all  of  the  five  C's  of  credit, 
number  one  being  character,  and  will  these  people  back  up  what 
they  say? 

I  think  there  is  a  big  difference  there.  My  relationship  with  the 
Shore  Bank  has  been  one  of  time  and  energy  in  helping  to  develop 
a  model  for  my  company  in  terms  of  positioning  it  to  grow.  I  think 
that  is  something  that  the  community  development  banks  will 
focus  on,  and  the  individuals  that  they  hire  are  geared  toward  that. 
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That  is  their  reward.  In  the  conventional  bank,  the  reward  is  how 
much  interest  did  you  earn  this  month?  How  many  losses  did  we 
have?  That  is  a  big  issue  why  they  don't  help  or  turn  away  young 
businesses. 

Chairman  Wyden.  Ms.  Anderson,  what  was  your  experience  with 
the  traditional  bankers  when  you  took  your  first  bounce,  when  you 
got  a  promising  idea  and  a  promising  effort? 

Ms.  Anderson.  OK.  My  experience  was  very  short  and  to  the 
point.  If  you  don't  got  it,  you  don't  get  it.  I  guess  they  didn't  want 
to  take  the  risk,  and  then,  too,  they  didn't  want  to  give  some  free 
money.  They  call  it  a  grant;  I  call  it  free  money.  But  any  way,  if  I 
didn't  have  the  money  or  the  access  to  apply  toward  the  guarantee 
of  this  loan,  I  didn't  get  it.  I  didn't  really  have  a  lot  of  experience.  I 
really  got  discouraged  and  disappointed,  but  yet  that  didn't  stop  me 
from  doing  what  I  wanted  to  do,  or  the  ideas  that  I  had,  or  the  de- 
signs that  I  had  to  do.  That  didn't  stop  me. 

Chairman  Wyden.  They  wanted  you  to  put  down  some  hard 
asset,  like  a  second  mortgage  or  something  like  that,  and  you  just 
didn't  have  it? 

Ms.  Anderson.  Yes;  that,  and  mainly,  from  what  I  received,  they 
wanted  me  to  have  ready  cash.  I  would  talk  about  other  things  but 
not  now.  You  really  need  money  in  the  bank  to  get  a  loan.  Like  I 
said  before,  if  I  had  the  money,  I  wouldn't  need  to  get  a  loan,  be- 
cause from  what  I  was  starting  was  very  small,  and  I  wanted  to 
just  work  my  way  up,  and  then  I  wanted  to  maybe  go  in  and  get  a 
larger  loan.  I  didn't  really  want  much.  I  asked  if  I  could  get  a 
$5,000  loan  or  something  small?  They  stated  no,  you  have  to  get  at 
least  $25,000  and  need  $5,000  in  the  bank.  So,  I  didn't  have  much 
experience. 

Chairman  Wyden.  Let  me  ask  a  question  for  you,  Ms.  McKee 
and  Ms.  Vindasius.  My  understanding,  and  this  is  going  to  be  a  key 
question  in  terms  of  Federal  proposals,  is  that  you,  in  effect,  start- 
ed with  a  fair  amount  of  bootstrapping.  In  effect,  your  institutions 
went,  I  guess  out  of  necessity,  and  said,  we  have  to  bring  some 
money  to  the  table  before  this  even  gets  off  the  ground.  We  have  to 
have  some  funds  that  we  bring  in. 

Do  you  think,  as  this  proposal  goes  forward,  that  this  should  be 
one  of  the  early  ground  rules?  If  there  is  going  to  be  a  small 
income,  and  I  believe  there  will  be,  I  don't  think  it  is  going  to  be 
one  that  starts  with  100  institutions  right  at  the  outset.  Do  you 
think  one  of  the  ground  rules  ought  to  be  that  an  institution 
should  have  to  do  some  bootstrapping,  should  have  to  bring  some 
money  raised  locally  or  privately,  to  get  in  this  debate  if  they  have 
the  discipline  and  the  focus  that  is  necessary? 

Ms.  McKee.  Yes;  I  have  two  responses  to  that.  First,  I  think  that 
is  part  of  the  reason  that  it  is  important  to  be  focusing  on  expand- 
ing existing  institutions  in  the  range  of  services  and  service  area 
that  they  can  cover,  as  well  as  startups.  Second,  I  think  the  match- 
ing requirements  need  to  be  very  carefully  designed.  Existing  insti- 
tutions are  going  to  have  already  demonstrated  some  track  record 
with  primarily  private  sector  resources,  because  there  haven't  been 
public  sector  funds  available  for  the  most  part  to  support  this  kind 
of  lending.  In  a  startup  situation  or  a  situation  where  it  is  a  pretty 
dramatic  expansion  of  an  existing  institution,  I  think  it  is  appropri- 


18 

ate  to  ask  the  applicant  to  come  in  with  some  funds  raised,  perhaps 
a  quarter  of  the  total  to  then  get  a  commitment  for  the  next  half  of 
it,  and  to  then  have  to  go  out  and  raise  the  final  quarter. 

One  comment  I  would  just  like  to  add  is  that  we  believe  that  the 
resources  that  should  count  as  a  match  should  be  nonfederal,  but 
should  include  both  public  and  private  sector  resources.  It  is  impor- 
tant to  stimulate  local  and  State  government,  to  step  up  to  the 
table  and  support  this  kind  of  activity,  because  they  have  a  huge 
stake  in  its  success. 

Chairman  Wyden.  Ms.  Vindasius. 

Ms.  Vindasius.  I  agree.  I  think  that  there  are  probably  100  or 
more  existing  institutions,  but  they  are  all  along  the  spectrum.  Not 
all  of  them  are  depository  institutions.  Many  microlong  programs, 
like  Good  Faith  Fund  has,  are  stand-alone  programs  that  aren't 
necessarily  connected  to  a  bank  holding  company  institution,  but 
they  are  doing  important  development  lending.  So,  I  would  agree 
with  Kate. 

But  again,  I  think  the  matching  requirements  need  to  be  careful- 
ly thought  through,  depending  on  which  type  of  development  lend- 
ing the  institution  is  doing  and  what  their  record  has  been. 

Chairman  Wyden.  I  notice  in  your  comments,  and  I  tried  to  pick 
up  on  it  in  my  opening  statement,  that  you  all  essentially  share 
the  view  that  I  articulated:  The  economic  development  initiatives 
that  work  best  are  closest  to  their  markets.  It  is  pretty  hard  to  get 
closer  to  a  market  than  the  community  development  model.  But  I 
also  feel  strongly  that  in  order  to  make  these  economic  develop- 
ment initiatives  work,  you  really  have  to  have  a  critical  mass  of 
services  and  resources.  In  other  words,  you  can  go  with  one  par- 
ticular program,  such  as  the  community  development  bank,  but  if 
you  don't  have,  for  example,  some  of  the  training  capability  for 
people,  you  are  going  to  fall  short,  and  I  thought  that  was  some- 
thing very  persuasive  in  your  testimony,  Ms.  Anderson,  where  you 
said  point-blank  I  have  a  skill,  I  have  something  that  looks  market- 
able, but  I  am  going  to  need  some  help  in  terms  of  learning  to  set 
up  and  operate  a  business.  Your  candor  is  appreciated  and  refresh- 
ing in  this  town  where  it  is  not  always,  that  way. 

I  am  curious.  Do  you  think  as  a  second  ground  rule,  apart  from 
the  question  of  bringing  some  money  to  the  table,  that  there  should 
have  to  be  some  ability  to  show  a  massing  of  resources?  I  mean, 
something  else  I  have  thought  of  is  maybe  there  should  be  a  link 
between  the  enterprise  zones  and  the  development  banks.  Maybe 
you  have  to  have  one  to  have  the  other.  But  I  am  curious  whether 
you  think  at  the  minimum,  there  should  be  a  requirement  that 
there  be  a  critical  massing  of  these  resources  in  order  to  get  this 
off  the  ground? 

Ms.  Vindasius.  I  think  I  would  speak  for  my  colleagues  at  Shore 
Bank  and  at  Southern,  if  this  is  what  you  are  getting  at,  that  tar- 
geting for  us  has  been  an  important  principle  of  our  operation, 
both  because  it  keeps  us  local  and  keeps  us  intimately  knowledgea- 
ble about  our  marketplace,  but  it  also  brings  in  the  outside  inves- 
tors, and  also  other  resources,  subsidy,  talent,  or  whatever  you 
need  in  order  to  have  that  critical  massive  activity  to  restore  the 
market  forces. 
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It  has  been  much  harder  in  Southern,  in  a  rural  setting,  than  it 
has  been  in  an  urban  setting.  One  square  block  is  1  square  mile 
with  80,000  people  with  lots  and  lots  of  multifamily  housing,  and 
that  critical  mass  of  activity  has  really  been  targeted  and  com- 
pressed. 

In  Southern  Arkansas,  we  cover  39  counties  in  the  southern  part 
of  the  State,  and  the  whole  population  of  the  State  is  only  2.3  mil- 
lion people.  In  my  target  area  of  seven  or  eight  counties,  it  is  just 
over  200,000  people.  So,  I  think,  as  Kate  mentioned  before,  differ- 
ent institutions  have  to  handle  how  they  are  going  to  target  and 
how  they  are  going  to  amass  those  critical  resources  I  think  in  dif- 
ferent ways,  depending  on  what  their  particular  setting  is. 

Ms.  McKee.  This  issue  takes  on  a  different  dimension  when  you 
are  a  statewide  institution  as  well.  We  have  found  that  really  we 
can  only  achieve  that  critical  mass,  not  by  trying  to  offer  all  of  the 
services  and  products  ourselves  in  a  comprehensive  fashion,  but  by 
forging  partnerships  with  traditional  lenders,  community  develop- 
ment corporations,  day  care  associations,  and  a  wide  variety  of 
other  institutions. 

I  think  one  comment  I  would  have  about  the  empowerment  zone 
idea  is  that  could  be  a  very  good  focal  point  for  Federal  and  public 
resources,  but  it  is  at  least  as  important  to  be  looking  for  signs  of 
private  sector  engagement  and  commitment,  and  that  part  of  a 
match  or  proof  of  match  that  an  applicant  should  be  bringing  to 
the  table  is  a  planning  process  and  a  documented  track  record  of 
involving  the  right  institutions  from  whatever  its  area  happens  to 
be,  and  of  having  a  very  comprehensive  planning  process,  if  not 
itself  offering  all  of  those  services. 

Chairman  Wyden.  All  right.  Let  me  wrap  up  with  one  last  ques- 
tion. Let's  just  say  hypothetically,  the  President  popped  into  your 
business  one  day.  I  guess  maybe  he  does  pop  in  on  you  all  in  Ar- 
kansas, and  he  says, 

I  am  having  trouble  selling  those  people  in  Washington  on  my  community  devel- 
opment bank  initiative.  Those  are  treacherous  waters  up  there  in  Washington,  and 
you  all  have  been  out  there.  What  should  I  tell  them?  What  should  I  tell  people  who 
are  skeptical  about  the  community  development  bank  initiative  in  terms  of  why  we 
need  it?  What  can  you  do? 

Chairman  Wyden.  Let's  just  wrap  up  this  panel  with  that.  Ms. 
Anderson. 

Ms.  Anderson.  One  reason  why  we  need  it  is  to  keep  the  cash- 
flow going  in  our  communities,  in  our  cities,  in  our  States,  and 
most  of  all  in  our  Nation.  We  hear  people  complain  about  the 
money,  the  deficit,  or  the  cash-flow  here  in  the  United  States.  If  we 
can  get  these  organizations  developed  throughout  the  States,  to  de- 
velop more  businesses,  more  people  can  work  to  solve  the  unem- 
ployment problems,  and  it  would  put  even  our  families,  in  business. 
Families  can  get  together  to  work  with  each  other  and  for  each 
other,  so  it  will  keep  money  in  families  as  well. 

Chairman  Wyden.  Ms.  McKee,  your  comment  to  the  President 
who  is  trying  to  beat  the  skeptics. 

Ms.  McKee.  It  works,  it  is  cheap,  and  it  leverages  a  lot  of  re- 
sources from  other  places. 

Chairman  Wyden.  Well  said.  Mr.  Beal. 
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Mr.  Beal.  I  think  in,  just  by  our  company  alone,  the  growth  of 
employment  is  rewarding.  I  think  the  appearance  within  a  geo- 
graphical area,  it  helps  and  gets  the  other  market  forces  working 
to  reinvest  money  within  a  community.  So,  I  think  it  would  be  a 
good  return  to  do  it. 

Chairman  Wyden.  Ms.  Vindasius. 

Ms.  Vindasius.  Community  development  banking  institutions 
reach  a  segment  of  the  constituency  that  probably  haven't  really 
been  thought  about  in  a  long  time,  and  it  is  really  important  to  do 
that,  I  think  with  giving  them  access  to  the  market. 

Chairman  Wyden.  You  all  have  been  an  excellent  panel.  I  would 
ask  a  lot  more  questions  if  time  allowed,  but  we  thank  you  for  a 
very  fine  kickoff  for  this  morning's  hearing,  and  we  are  going  to  be 
working  closely  with  you  in  the  days  ahead.  Thank  you,  and  we 
will  excuse  you  at  this  time. 

The  next  panel,  James  D.  Vitarello,  James  Vitarello  Develop- 
ment Associates,  Inc.,  Washington,  DC;  Dimitri  Papadimitriou,  ex- 
ecutive director.  Levy  Economics  Institute;  and  John  Taylor,  execu- 
tive director.  National  Community  Reinvestment  Coalition. 

Gentlemen,  it  is  the  practice  of  this  subcommittee  to  swear  all  of 
the  witnesses  who  come  before  us.  Do  any  of  you  have  any  objec- 
tion to  being  sworn  as  witnesses. 

Mr.  Vitarello.  Where  is  the  Bible? 

Chairman  Wyden.  Please  stand  and  raise  your  right  hands. 

[Witnesses  sworn.] 

Chairman  Wyden.  We  welcome  all  of  you  and  thank  you  for  your 
patience.  I  am  going  to  put  your  prepared  statements  into  the  hear- 
ing record  in  their  entirety. 

As  I  may  have  mentioned — possibly  you  all  weren't  here — ^we  are 
a  little  bit  short  of  time,  so  I  am  going  to  have  to  ask  you  each  to 
confine  your  prepared  remarks  to  5  minutes.  That  will  leave  us 
some  time  for  questions?  Why  don't  we  begin  with  you,  Mr.  Taylor? 

TESTIMONY  OF  JOHN  E.  TAYLOR,  EXECUTIVE  DIRECTOR,  THE 
NATIONAL  COMMUNITY  REINVESTMENT  COALITION 

Mr.  Taylor.  OK.  Thank  you,  Mr.  Chairman. 

On  behalf  of  the  National  Community  Reinvestment  Coalition,  I 
would  like  to  thank  you  and  the  members  of  your  subcommittee  for 
inviting  NCRC  to  testify  today. 

We  are  pleased  that  the  subcommittee  is  addressing  the  issue  of 
small  business  lending  through  community  development  financial 
institutions  and  other  models  as  our  members  from  across  the 
country  have  consistently  identified  small  business  lending,  par- 
ticularly to  minorities,  as  an  acute  and  systemic  problem. 

Out  of  respect  for  your  desire  to  have  us  speak  only  5  minutes, 
Mr.  Chairman,  I  am  going  to  have  to  delete  some  of  the  comments 
I  was  going  to  make  and  refer  folks  to  the  written  record  that  has 
been  submitted. 

Just  a  few  words  on  this  National  Community  Reinvestment  Coa- 
lition. We  are  a  coalition  of  240  community  groups  around  the 
country  representing  constituents  in  every  State  around  the  coun- 
try, trying  to  increase  access  to  credit  to  people. 


21 

I  will  refer  to  NCRC,  that  is  the  National  Community  Reinvest- 
ment Coalition,  Mr.  Chairman.  We  are  very  supportive  of  the  ef- 
forts to  build  upon  the  South  Shore  Bank  model  and  to  develop  a 
model  of  network  community  development  lenders.  However,  we 
feel  it  is  imperative  that  existing  community-based  financing  enti- 
ties like  community  development  corporations,  community  develop- 
ment credit  unions,  and  the  like,  be  targeted  by  Congress  and  the 
administration  as  appropriate  and  desired  vehicles  for  meeting  the 
credit  needs  of  America's  underserved  people  and  communities. 

Further,  it  should  be  made  clear  to  all  lenders,  and  I  know  that 
you  made  these  comments,  and  I  applaud  you,  Mr.  Chairman,  that 
participation  in  the  CD  bank  will  not  free  any  lender  from  their 
responsibilities  under  the  Community  Reinvestment  Act,  the  Equal 
Credit  Opportunity  Act,  or  the  fair  lending  laws  to  meet  the  credit 
needs  of  their  entire  target  area  in  a  fair  and  equitable  manner. 

NCRC  believes  that  strong  adherence  to  these  laws,  coupled  with 
Federal  investments  and  community-based  lending  models  like 
CDFI's  will  go  a  long  way  toward  positively  effecting  many  low- 
income  and  minority  neighborhoods. 

The  members  of  this  coalition  feel  strongly  that  real  economic 
progress  and  effective  antipoverty  strategies  must  heavily  rely 
upon  CRA  and  the  willingness  of  private  financial  institutions  to 
see  the  necessity  of  their  involvement  and  contributions  to  any  ten- 
able solutions. 

A  few  people,  Mr.  Chairman,  are  blind  to  the  very  difficult  finan- 
cial conditions  facing  our  Federal  and  State  governments.  It  is 
clear  that  President  Clinton  and  Congress  must  deal  with  the 
budget  deficit  and  that  large  amounts  of  Federal  revenue  to  resolve 
the  plight  and  problems  of  America's  urban  and  rural  communities 
will  be  limited  by  these  difficult  fiscal  realities.  This  puts  radically 
increased  emphasis  on  the  private  financial  institutions  to  partici- 
pate in  local  development  scenarios.  This  is  a  reality  which  is  in- 
creasingly being  accepted  by  lenders  and  promoted  more  and  more 
by  community  organizations  and  local  governments. 

Mr.  Chairman,  you  did  ask  in  your  invitation  that  we  do  com- 
ment on  the  current  banking  system.  I  would  be  remiss  not  to 
make  a  few  comments  in  this  area. 

First  off,  our  banking  industry  and  system,  in  spite  of  record 
1992  profits,  is  in  trouble.  The  market  share  of  the  traditional 
banking  community  is  shrinking,  as  unregulated  financial  interme- 
diaries absorb  more  and  more  of  our  financial  system.  Check  cash- 
ing outlets  and  pawnshops  offer  high  cost  products  and  services. 
Mortgage  companies  less  regulated  than  their  thrift  counterparts 
constitute  what  Jane  D'Arista  and  Tom  Schlesinger  referred  to  as, 
and  I  think  you  heard  it  earlier  from  the  first  panel,  the  parallel 
banking  system.  Finance  companies  obtain  their  funds  from  banks, 
money  market  funds,  notes,  bonds,  and  commercial  paper  repre- 
senting the  single  largest  alternative  and  competitor  to  the  current 
banking  system. 

These  largely  unregulated  alternative  banking  sources  have  little 
or  no  incentive  to  address  unmet  community  credit  needs,  unless, 
of  course,  exorbitant  fees  can  be  demanded.  Ultimately,  it  is  our 
current  underserved  population,  minorities,  women,  working  class 
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people,  rural  Americans  who  suffer  the  most  from  this  changing  in- 
dustry. 

While  this  new  competition  eats  into  the  market  share  of  tradi- 
tional financial  institutions,  another  industry-wide  change  is 
taking  place,  which  is  also  dramatically  impacting  people's  access 
to  credit.  Under  the  guise  of  "bigger  is  better"  and  in  some  in- 
stances out  of  necessity,  the  banking  industry  is  merging,  consoli- 
dating, and  shrinking. 

From  1985  to  1990,  over  1,000  banks  ceased  to  exist.  Mergers  and 
consolidations  are  becoming  the  order  of  the  day.  All  this  is  bad 
news  for  the  American  consumer.  The  competition  from  the  un- 
regulated lenders  and  the  shrinking  banking  industry  translates 
into  a  less  user  friendly  lender  environment. 

As  branches  close  in  neighborhoods  and  communities,  sometimes 
replaced  by  ATM's,  or  worse,  check  cashing  and  pawnshop  busi- 
nesses, as  bank  board  of  directors  are  comprised  of  more  and  more 
people  living  further  and  further  from  the  local  community,  the 
consumer  loses.  The  once  friendly  banker  who,  perhaps,  was  raised 
in  or  near  a  neighborhood  he  or  she  is  working  in  is  gone. 

The  board  director  with  fond  memories  of  his  youth  or  her  youth 
spent  in  a  local  neighborhood  is  now  from  another  State  and  would 
have  difficulty  locating  a  community,  a  particular  community  on  a 
map.  The  bank  branch  where  you  and  your  family  saved  for  gen- 
erations is  gone,  replaced  by  a  multistate  bank  with  a  catchy  name 
and  unfamiliar  personnel.  The  policies,  products,  and  services  of- 
fered at  this  new  bank  are  set  by  policymakers  unfamiliar  with 
your  needs  and  even  your  county. 

Mr.  Chairman,  I  don't  know  if  you  had  a  chance  to  observe 
today's  Washington  Post,  but  a  very  timely  article  appears,  I  think 
this  is  part  two  of  a  three-part  series  which  began  yesterday,  which 
further  backs  up  my  comments.  I  don't  think  what  the  reporters 
have  done  in  this  story  is  any  different  than  what  other  reporters 
would  show  had  the  same  article  been  researched  in  any  major 
metropolitan  environment.  It  shows  here  that  in  this  city,  in  our 
capital  city,  that  residents  of  predominantly  white  neighborhoods 
have  three  times  as  many  branches  available  to  them  as  the  resi- 
dents of  predominantly  black  neighborhoods.  It  goes  on  to  point  out 
that  staffing  is  less  in  minority  neighborhoods  than  in  the  white 
communities. 

In  any  event,  this  changing  bank  industry,  these  factors  have  ex- 
acerbated an  already  difficult  lending  reality  for  many  women, 
working  class,  minorities,  and  others,  and  in  particular,  those  who 
seek  small  business  loans.  Absent  the  genuine  interest  of  a  lender 
in  a  local  neighborhood,  absent  that  familiar  branch  manager  or 
loan  officer,  perhaps  even  absent  the  branch  itself,  people  are  more 
and  more  estranged  from  having  any  real  opportunity  to  experi- 
ence the  opportunities  which  many  of  our  forefathers  experienced, 
and  that  is  having  access  to  credit  to  be  able  to  start  a  business, 
expand  a  business,  even  buy  a  home,  and  what  have  you. 

Mr.  Chairman,  the  banking  system  has  another  major  flaw,  and 
it  relates  very  directly  to  what  we  are  talking  about  today.  There  is 
no  adequate  method  to  inform  you  or  the  rest  of  Congress  or  the 
public  in  general  of  a  lender's  performance  as  it  relates  to  small 
business  lending.  Unlike  home  mortgage  lending  where  lenders  are 
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required  to  provide  us  with  a  detailed  summary  of  their  home 
mortgage  lending  activities,  broken  down  by  income,  race,  gender, 
and  other  factors,  no  such  reporting  is  required  of  small  business 
lenders.  Therefore,  it  is  nearly  impossible,  given  the  current 
system,  to  adequately  assess  the  small  business  lending  perform- 
ances of  America's  financial  institutions. 

Absent  such  a  system,  we  are  left  to  the  numerous  anecdotal  sto- 
ries heard  frequently,  for  example,  by  the  National  Community  Re- 
investment Coalition  of  the  unfair  and  unequal  small  business 
lending  practices  which  pervade  the  American  landscape. 

Just  an  aside,  Mr.  Chairman,  I  recently  attended  a  black  entre- 
preneurship  conference  in  Atlanta,  Georgia,  and  my  eyes  were 
opened,  and  I  was  literally  dismayed  to  learn  the  stories  of  black 
business  people  who  had  small  businesses,  had  been  in  business  for 
20  to  25  years,  and  had  profitable  cash-flows.  They  went  on  one 
after  the  other  talking  about  the  lack  of  access  to  credit  and  small 
business  loans  in  spite  of  the  fact  of  a  good  track  record.  So,  I  am 
entering  another  ingredient  here  in  this  analysis,  and  that  is  the 
disparity  in  treatment  as  it  relates  to  minorities,  women,  and  other 
underserved  populations. 

Mr.  Chairman,  in  1991  you  and  other  Members  of  Congress  man- 
dated that  the  data  on  small  business  lending  be  publicly  disclosed. 
In  November  1992,  the  Senate  Subcommittee  on  Housing  and 
Urban  Development,  after  extensive  hearings  and  research,  recom- 
mended that  small  business  and  commercial  lending  be  reported 
and  recognized  the  need  to  report  such  data  by  census  track  and 
include  information  related  to  minority-owned  businesses,  as  well 
as  gender-related  statistics.  This  still  hasn't  happened,  Mr.  Chair- 
man, and  we  would  recommend  that  this  committee  assist  in  the 
process  of  seeing  to  it  that  does  happen. 

Mr.  Chairman,  I  wish  to  direct  the  remainder  of  my  comments  to 
the  issue  of  the  South  Shore  Bank  model  and  the  use  of  other 
models  for  banking  communities. 

Chairman  Wyden.  Mr.  Taylor,  we  are  about  at  10  minutes.  If  you 
could,  touch  on  a  couple  of  your  additional  highlights,  and  we  will 
make  your  prepared  remarks  a  part  of  the  record. 

Mr.  Taylor.  Thank  you,  Mr.  Chairman. 

Let  me  conclude  by  saying,  I  think  the  record  is  well-established 
on  the  community  development  bank  models,  and  I  have  heard 
some  earlier  testimony,  both  Houses  in  Congress  have  heard  about 
the  South  Shore  model.  I  think  the  South  shore  model  is  well-estab- 
lished. Less  well-established  are  the  community  development  finan- 
cial institutions.  There  is  a  large  network  out  there  ready,  willing, 
and  able,  many  of  them  with  a  lot  of  experience,  really  looking  for 
the  support  and  attention  from  Congress  and  from  the  administra- 
tion to  give  them  the  opportunity  to  start  addressing  a  lot  of  these 
small  business  needs. 

I  think  it  is  imperative  that  we  do  not  divorce  whatever  initia- 
tives we  take,  whether  through  the  community  development  bank 
model,  the  empowerment  zones,  not  to  lose  sight  of  the  fact  that 
the  fair  lending  laws  are  critical,  and  that  we  must  continue  to 
bring  the  major  financial  institutions  in  as  players,  and  that  the 
ideal  model  would  be  for  the  community  development  banks,  com- 
munity development  financial  institutions,  and  the  larger  institu- 
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tions  to  work  together  in  a  partnership  to  address  a  lot  of  these 
needs,  and  I  think  that  is  ultimately  the  best  solution. 

Thank  you  for  your  patience,  Mr.  Chairman. 

[Mr.  Taylor's  statement,  with  attachment,  may  be  found  in  the 
appendix.] 

Chairman  Wyden.  Thank  you  very  much. 

I  do  not  want  to  do  violence  again  to  the  pronunciation  of  your 
name.  Doctor.  Can  you  tell  me  how  to  pronounce  it? 

Dr.  Papadimitriou.  That  is  all  right.  It  is  a  common  phenome- 
non. 

Chairman  Wyden.  Tell  me  how  to  do  it  properly. 

Dr.  Papadimitriou.  Papadimitriou. 

TESTIMONY  OF  DIMITRI  B.  PAPADIMITRIOU,  EXECUTIVE 
DIRECTOR,  LEVY  ECONOMICS  INSTITUTE,  BARD  COLLEGE 

Dr.  Papadimitriou.  Thank  you,  Mr.  Chairman,  for  the  invitation 
to  participate  in  this  hearing. 

The  past  5  years  have  seen  a  decline  in  the  number  of  invest- 
ment financial  opportunities  for  businesses.  At  the  same  time, 
there  has  been  a  shift  in  the  size  distribution  of  banks  and  savings 
and  loan  institutions  in  favor  of  larger  banks  interested  in  "large 
deal"  financing.  The  credit  crunch  has  had  a  dramatic  impact  on 
small-  and  family-owned  businesses.  Examples  of  the  credit  crunch 
facing  small,  family-owned  enterprises  abound  and  range  from  the 
recent  elimination  of  business  credit  on  inventory  purchases  by  fac- 
toring companies  to  the  inability  of  many  small  firms  to  obtain 
short-  and  intermediate-term  financing  for  operational  and  capital 
needs. 

These  changes  in  the  American  economic  landscape  are  impor- 
tant factors  resulting  in  the  credit  crunch  facing  small  businesses. 
Banks  now  find  it  unprofitable  to  service  the  smallest  enterprises. 
These  firms  were  never  well-served  by  the  banking  community  and 
are  now  being  served  even  more  poorly.  The  proposal  for  communi- 
ty development  banks,  along  with  other  programs  such  as  those  op- 
erated by  the  Small  Business  Administration,  would  increase  the 
supply  of  short-term  credit  to  small  businesses. 

The  global  banking  and  financial  system  is  in  a  state  of  flux.  Ad- 
vances in  technology,  coupled  with  the  increased  globalization  of 
the  world  economy,  have  set  in  motion  forces  which  will  fundamen- 
tally change  the  nature  of  the  banking  and  financial  system  in  the 
years  ahead.  The  challenge  for  policymakers  will  be  to  formulate 
policies  which  will  secure  the  credit  needs  of  businesses  and  con- 
sumers, while  at  the  same  time  assuring  a  safe  and  stable  pay- 
ments system. 

Contrary  to  the  views  of  some,  however,  these  forces  will  not 
eliminate  the  need  for  small,  community-oriented  banks.  Competi- 
tion from  other  large  nonbank  financial  institutions  and  economies 
of  scale  will  raise  the  minimum  size  of  transactions  handled  by 
large,  diversified  financial  institutions,  including  commercial 
banks.  These  large  institutions  will  be  less  suited  to  meet  the  needs 
of  the  small  borrower  and  the  small  depositor. 

Provided  the  institutional  climate  is  conducive,  smaller,  special- 
ized, and  community-oriented  financial  institutions  would  be  ex- 
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pected  to  thrive  and  grow  to  meet  the  needs  of  the  small  business 
and  small  consumer.  It  will  take  time  to  generate  these  new  enti- 
ties, and  there  is  the  danger  that  in  the  interim  small  firms  will 
face  a  credit  squeeze,  while  small  depositors  are  priced  out  of  bank- 
ing services. 

The  Federal  Government  and  the  U.S.  Congress  can  play  an  im- 
portant role  in  fostering  a  climate  that  will  speed  the  creation  of 
these  institutions  by  providing  an  equity  infusion  for  community 
development  banks.  It  is  for  these  reasons  that  my  colleagues  and  I 
at  the  Jerome  Levy  Economics  Institute  have  developed  a  proposal 
to  establish  a  network  of  community  development  banks. 

We  believe  that  the  implementation  of  a  nationwide  system  of 
CDB's  can  play  an  important  role  in  providing  financial  services  to 
communities  that  are  currently  not  well-served  by  existing  banks; 
that  it  can  help  to  restore  the  vitality  of  the  U.S.  economy,  particu- 
larly in  depressed,  inner-city  neighborhoods;  and  that  it  can  be  es- 
tablished on  the  basis  of  independent,  profit-seeking  institutions. 

The  primary  perspective  of  the  proposal  is  that  the  main  func- 
tion of  the  financial  structure  is  to  manage  the  capital  develop- 
ment of  the  country — to  increase  the  real  productive  capacity  and 
the  wealth-producing  ability  of  the  economy  in  order  to  enhance  its 
competitiveness  in  world  markets.  This  is  done  through  the  provi- 
sion of  the  broad  range  of  financial  services  to  various  segments  of 
the  economy. 

Many  communities  are  not  adequately  served  by  the  traditional 
financial  structure,  and  that  this  problem  has  been  more  acute  be- 
cause of  the  decrease  in  the  number  of  banks  and  the  rise  in  their 
size  distribution.  This  has  reduced  the  supply  of  services  to  small 
business  and  to  moderate-  and  low-income  households.  Some  serv- 
ices, such  as  check  cashing  and  short-term  loans,  have  been  carried 
out  by  financial  establishments  of  fringe  banking;  for  example, 
check-cashing  outlets  and  pawnshops.  Thus,  the  primary  goals  of 
our  CDB  proposal  are  to  deliver  credit,  payment,  and  savings  op- 
portunities to  targeted  communities,  and  to  provide  finance 
throughout  a  designated  area  for  businesses  too  small  to  attract 
the  interest  of  traditional  banks. 

These  find  it  increasingly  unprofitable  to  service  moderate-  and 
low-income  households.  Some  proposals  have  called  for  mandatory 
"life-line  accounts"  that  all  banks  would  have  to  offer.  We  believe 
that  this  represents  an  unnecessary  cost  to  commercial  banks. 

Instead,  our  proposal  would  develop  an  efficient  and  profitable 
payment  system  to  be  incorporated  within  the  package  of  services 
provided  to  the  community.  Other  proposals  rely  on  the  Communi- 
ty Reinvestment  Act  in  order  to  increase  the  supply  of  credit  to 
low-income  households. 

In  contrast,  our  proposal  would  include  a  provision  of  household 
credit  through  the  normal  functioning  of  the  CDB's.  The  depository 
function  and  the  supply  of  credit  would  be  integrated  so  that  funds 
would  remain  within  the  community  served  by  the  CDB. 

Finally,  our  proposed  CDB's  would  provide  commercial  loan  and 
investment  banking  services  for  small  businesses  in  the  targeted 
communities.  These  would  include  not  only  businesses  involved  in 
producing  goods  and  services  for  the  local  community,  but  those 
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small  businesses  involved  in  the  import  and  export  business  as 
well. 

The  development  and  solicitation  of  business,  the  structuring  of 
loans  and  the  supervision  of  credit  are  the  three  essential  aspects 
of  commercial  banking.  The  staff  of  the  CDB's  will  be  devoted  to 
the  community  in  which  the  businesses  they  are  financing  func- 
tion. Over  time,  they  would  develop  awareness  of  the  potential  suc- 
cesses and  failures  in  their  community. 

Investment  banking  functions  of  the  CDB  are  natural  outgrowths 
of  the  banking  activities  of  these  banks.  As  the  business  develop- 
ment and  loan  officers  "work  their  street,"  they  not  only  identify 
and  develop  clients  for  the  loan  and  underwriting  of  the  bank,  but 
they  also  develop  knowledge  of  those  in  the  community  who  are 
able  to  invest  in  other  businesses. 

Our  proposal  deviates  from  other  community  development  bank 
proposals  in  four  key  ways.  First,  most  other  proposals  are  based 
on  the  examples  provided  by  one  of  the  existing  community  devel- 
opment banks  such  as  the  South  Shore  Bank  of  Chicago,  as  well  as 
the  Southern  Development  Bancorporation.  These  typically  rely  on 
funds  gathered  from  outside  the  community,  from  institutions  and 
individuals  who  share  the  goals  of  community  development  bank- 
ing and  who  are  willing  to  receive  below-market  interest  rates. 
However,  a  nationwide  system  cannot  rely  on  "socially  conscious" 
funding.  Furthermore,  the  assets  of  some  of  the  existing  institu- 
tions are  comprised  primarily  of  home  mortgage  loans.  In  contrast, 
our  proposal  emphasizes  a  wider  range  of  assets,  which  is  the  key 
to  revitalizing  communities. 

Second,  our  proposal  would  create  a  Federal  Bank  for  Communi- 
ty Development  Banks  which  would  be  responsible  for  the  funding, 
regulation,  and  supervision  of  the  CDB's.  It  would  act  as  a  central 
bank,  the  correspondent  bank,  the  link  with  financial  markets,  the 
supervising  authority,  and  it  may  provide  some  clearing  services. 

It  would  be  responsible  for  training  and  for  the  testing  of  compe- 
tency of  CDB  officers  and  staff.  The  Federal  Bank  would  be  started 
with  an  initial  investment  of  $1  billion  by  the  Congress,  which 
would  be  augmented  by  $5  billion  as  growth  of  the  system  war- 
rants. It  is  designed  to  operate  at  a  profit  once  the  startup  period  is 
over. 

Third,  our  proposal  is  not  a  substitute  for  the  current  Communi- 
ty Reinvestment  Act,  and  we  do  not  believe  that  ownership  of  a 
community  development  bank  should  rest  solely  with  existing  insti- 
tutions in  the  commercial  banking  sector. 

Finally,  our  proposal  deviates  from  others  by  setting  up  a  nation- 
wide system  of  independent,  for-profit  institutions.  The  Federal 
Bank  would  match  up  to  $5  million  of  private  investment  in  each 
CDB.  As  a  major  investor,  it  would  have  representation  on  each 
board,  and,  as  a  coinvestor,  it  would  automatically  have  the  right 
to  inspect  the  books  of  each  CDB.  Each  CDB  would  have  to  obtain 
at  least  $1  million  in  private  equity  investments,  up  to  a  maximum 
of  $5  million,  and  matched  by  another  $5  million  from  the  Federal 
Bank.  Each  would  then  operate  without  Government  subsidies. 

Development  of  the  CDB  system,  combined  with  other  proposals, 
designed  to  revitalize  our  Nation's  communities,  will  help  to  re- 
store the  profitability  of  small  business. 
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The  plight  of  communities  suffering  due  to  job  loss,  deteriorating 
housing,  lack  of  private  enterprise,  and  declining  economic  and 
social  infrastructure  has  been  labeled  a  central  concern  by  Wash- 
ington. The  administration's  pledge  of  approximately  $380  million 
over  4  years  for  a  community  development  bank  network  tacitly 
implies  the  inability  of  the  private  sector  to  independently  alter 
the  plight  of  poor  communities. 

Private  investors  and  would-be  entrepreneurs  are  leery  about 
making  financial  commitments  to  areas  burdened  by  chronic  pover- 
ty and  social  volatility.  Accordingly,  there  is  an  urgent  need  to  im- 
plement the  nationwide  CDB  network. 

A  realistic  timetable  of  objectives  must  be  established  for  an 
urban  strategy  that  integrates  a  wide  range  of  community  develop- 
ment initiatives.  The  proposed  CDB's,  however,  cannot  be  seen  as  a 
major  factor  in  the  growth  of  the  economy.  Rather,  they  are  appro- 
priate responses  to  fill  a  gap  in  the  current  institutional  structure, 
and  may  well  provide  part  of  the  setting  in  which  a  climate  of  op- 
portunity replaces  despair  for  many  segments  of  the  population. 

Thank  you  very  much. 

[Dr.  Papadimitriou's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  Doctor,  thank  you  very  much.  That  is  very 
helpful. 

Mr.  Vitarello,  welcome.  We  will  make  your  prepared  statement  a 
part  of  the  record,  and  I  am  going  to  have  to  cut  you  off  at  5  min- 
utes. 

TESTIMONY  OF  JAMES  VITARELLO,  JAMES  VITARELLO 
DEVELOPMENT  ASSOCIATES,  INC. 

Mr.  Vitarello.  Thank  you,  Mr.  Chairman.  I  appreciate  the  op- 
portunity to  be  here.  I  am  going  to  make  it  very  short.  I  deliberate- 
ly made  my  testimony  less  than  five  pages,  and  I  really  tried  to  get 
right  down  to  the  point.  I  think  I  provided  the  subcommittee  with  a 
very  innovative  proposal  which  I  will  describe  in  a  minute.  Howev- 
er, I  just  want  to  quickly  go  over  my  background  and  some  of  the 
direct  experience  I  have  had  with  South  Shore  Bank. 

I  had  the  unique  opportunity  of  being  the  contract  officer  for  the 
Comptroller  of  the  Currency  about  10  years  ago  of  the  only  evalua- 
tion of  South  Shore  Bank,  by  the  way,  done  by  an  independent 
party,  which  was  called  the  evaluation  of  the  then  Illinois  Neigh- 
borhood Development  Corp.,  now  known  as  Shore  Bank.  It  was 
done  by  an  excellent,  nonprofit  research  institution  in  Chicago 
called  the  Woodstock  Institute,  and  I  am  sure  many  of  you  have 
heard  of  it. 

We  were  fortunate  to  get  funding  by  not  only  my  agency,  but 
HUD,  EDA,  and  the  Federal  Reserve,  which  was  quite  a  feat  in 
itself.  We  distributed  about  13,000  or  14,000  copies  of  the  summary 
of  that  study,  and  believe  it  or  not,  I  can't  even  find  mine  any 
more.  It  was  so  popular  I  think  I  gave  mine  away.  There  was  a 
longer  study,  about  250  pages,  which  I  will  briefly  allude  to  here, 
and  I  think  we  found  some  very  interesting  things,  which  I  don't 
think  has  really  changed  in  the  last  10  years. 

I  should  also  point  out  that  I  was  very  involved  with  CRA.  When 
I  was  at  the  OCC,  I  helped  write  the  regulations,  and  trained  bank- 
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ers  and  bank  examiners,  so  I  think  I  have  been  intimately  involved 
in  this  for  well  over  15  years. 

The  South  Shore  bank  model  I  think  was  successful,  as  many 
pointed  out,  for  several  reasons,  and  South  Shore  mentions  this  in 
a  very,  very  interesting  publication  they  call  "Lessons  and  Strate- 
gies" that  they  put  in  a  financial  prospectus  they  did  about  8  or  9 
years  ago.  Let  me  just  list  them  for  you:  The  bank  holding  compa- 
ny defined  its  primary  business  as  neighborhood  renewal  for  the 
benefit  of  existing  residents;  other  institutions,  including  affiliates 
of  the  bank,  were  also  at  work  redeveloping  the  neighborhood;  the 
combined  focus  of  resources  and  professional  resource  managers, 
caused  a  synergistic  effect  in  which  new  investment  adds  value  to 
every  other  investment;  and  the  ability  to  attract  federally  insured 
deposits  and  convert  them  into  loans  increases  significantly  the 
amount  of  available  development  resources. 

I  am  sure  you  have  heard  of  that,  Mr.  Chairman,  such  as  was 
mentioned  several  times,  and  the  evaluation  confirmed  it.  But  the 
interesting  part  of  their  success  is  also  the  lessons  they  have 
learned,  and  here  is  where  I  think  Federal  policy  could  help.  I  will 
list  some  of  the  points  made  in  their  lessons  of  neighborhood  devel- 
opment and  again  found  in  the  evaluation. 

One  is  that  local  residents  will  invest  time  and  money  to  improve 
their  neighborhood  when  they  are  confident  about  the  future.  That 
is  extremely  important,  and  we  will  talk  about  that  in  a  minute. 
Second,  carefully  underwritten  development  loans  that  include 
third-party  coinsurance,  like  SBA  loans,  can  definitely  reduce  risk 
appreciably. 

Now,  a  third  point  which  John  and  I  have  talked  about  at 
length,  and  that  is  the  cost  of  packaging  these  loans  and  underwrit- 
ing these  loans.  They  are  considerably  high.  In  fact,  they  are  up  to 
three  times  higher  at  South  Shore  Bank  than  they  are  at  conven- 
tional commercial  banks.  That  is  a  very,  very  important  point  to 
make,  Mr.  Chairman.  Because,  as  I  think  one  of  the  other  speakers 
mentioned  from  the  Self-Help  fund,  if  banks  are  going  to  lose 
money  right  off  the  top,  they  simply  will  not  make  these  loans, 
period,  regardless  of  how  risk-worthy  they  are. 

Fourth,  a  permanent  community  renewal  process  integrates 
slow,  small-scale,  organic  activities  with  well-planned,  large 
projects.  You  need  a  balance  in  these  neighborhoods.  You  can't  just 
go  with  a  big  project,  nor  can  you  sit  there  and  help  just  small 
businesses  with  microprojects. 

Fifth,  locally  based  organizations  with  the  capacity  to  initiate  de- 
velopment projects  are  as  critical  to  a  permanent  development 
process  as  similarly  motivated  financial  institutions,  and  that  is 
where  technical  assistance  people,  trainers,  CDC,  and  so  on  are 
critical  to  the  process.  Finally,  the  successful  development  banking 
model  requires  a  highly  intelligent  staff  who  possess  sophisticated 
technical  skills  that  are  not  readily  available  in  these  neighbor- 
hoods, and  while  they  are  readily  available  in  many  banks,  howev- 
er, many  bankers  simply  do  not  choose  this  as  a  career  path. 

Now,  let  me  get  into  my  proposal  real  quickly.  My  proposal  very 
simply  says,  we  should  target  the  community  development  banking 
initiative  to  the  enterprise  zones,  number  one,  and  part  of  that 
package  should  include  a  5-year  Federal  commitment  for  technical 
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assistance  and  training  for  these  businesses.  That  money  could  go 
through  an  independent  entity.  It  could  go  through  a  bank  holding 
company  model.  There  are  a  lot  of  ways  it  can  be  done.  I  don't 
think  we  should  talk  about  who  should  do  it.  The  main  point  is  it 
should  be  done  and  it  should  be  a  5-year  commitment  using  exist- 
ing Federal  technical  assistance  money.  We  are  not  talking  about 
any  new  money  here,  but  it  has  to  be  a  5-year  commitment. 

Next,  we  need  incentives  for  depository  institutions,  and  I  will 
talk  about  those  first,  but  any  depository  institutions,  be  they  new 
development  banks  or  even  an  existing  bank  or  be  it  a  credit 
union,  I  think  needs  the  following  kinds  of  incentives.  For  new 
banks,  particularly,  I  think  we  need  a  5Q  percent  tax  credit  mod- 
eled after  the  housing  tax  credit.  That  would  be  spread  out  over  5 
years.  These  tax  credits  would  go  to  investors  who  made  invest- 
ments in  either  new  community  development  banks  or  in  new 
CDC's  that  an  existing  bank  wanted  to  put  into  that  neighborhood, 
so  the  Federal  Government,  in  effect,  is  a  50-50  partner  with  these 
investors. 

Second,  Federal  deposit  insurance  premiums  should  definitely  be 
lowered  for  community  development  banks  and  even  for  existing 
banks,  but  only  for  the  amount  of  money  that  they  put  into  these 
enterprise  zones,  period.  If  they  put  them  into  other  areas,  it 
wouldn't  count.  We  are  not  talking  about  a  lot  of  money  here,  but  I 
do  think  it  is  a  reward  to  those  banks  to  offset  their  high  transac- 
tions costs. 

I  also  suggest  that  these  banks,  new  community  development 
banks,  be  automatically  made  members  of  the  Federal  Home  Loan 
Bank  System  as  if  they  were  what  are  called  QTL  lenders.  I  don't 
know  if  you  know  what  they  are,  Mr.  Chairman,  but  they  are 
qualified  thrift  lenders  and  would  be  treated  as  if  they  were,  in 
effect,  a  savings  and  loan  with  no  restrictions. 

I  won't  go  into  the  details  of  that,  but,  in  effect,  this  would  allow 
community  development  banks  to  receive  long-term  advances  up  to 
20  to  30  years  from  the  Home  Loan  Banks  at  fixed  rates,  and  that 
is  extremely  important  today. 

For  community  loan  funds,  I  would  suggest  specific  grants  that 
would  be  made  to  them  to  beef  up  their  capital,  as  well  as  offering 
them  tax  exempt  deposits  where  they  turned  around  and  made 
loans  in  the  enterprise  zone.  The  regulation  of  nonprofit  loan  funds 
is  a  bit  of  a  problem,  because  they  are  not  regulated  right  now  by 
anybody.  I  do  think  they  would  need  some  kind  of  regulation,  but 
probably  not  Federal  banking  regulation,  because  that  would  prob- 
ably cramp  their  creativity. 

Finally,  the  SBA,  I  strongly  believe,  should  embark  on  a  demon- 
stration program  similar  to  what  Congress  passed  for  FHA  multi- 
family,  which  I  had  a  hand  in  designing  for  GAO  over  a  year  ago. 
Basically,  what  I  suggest  is  it  be  a  wholesale  program  where  only 
loans  of  under  $50,000  to  businesses  that  are  under  25  employees 
and  less  than  3  years  old,  and  it  would  be  a  50-50  risk-sharing  pro- 
gram, and  only  to  those  banks  that  are  making  loans  in  these  en- 
terprise zones,  that  also  meet  several  criteria,  including  the  clear 
capacity  to  originate  and  service  these  loans  through  good  loan  offi- 
cers, sufficient  capital  and  loan  reserves,  high  safety  and  soundness 
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ratings  by  the  regulators,  and,  of  course,  last  but  not  least,  superior 
CRA  ratings. 

I  feel  that  if  SBA  embarked  on  a  demonstration  program  using 
this  model  without  prior  SBA  approval,  I  think  you  would  get 
banks  willing  to  make  these  much  smaller  loans  if  they  knew  that 
at  least  the  Federal  Government  was  sharing  the  risk  50-50. 

Mr.  Chairman,  I  know  I  have  gone  over  my  time.  I  will  take  any 
questions  later. 

[Mr.  Vitarello's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  Very  helpful,  Mr.  Vitarello. 

You  all  have  given  excellent  presentations.  Let  me,  if  I  might,  in 
the  interest  of  time,  pose  a  question  or  two  for  each  of  you. 

Mr.  Taylor,  would  it  be^  fair  to  say  that  it  is  your  view  that  if  the 
CRA  working  as  envisaged  by  Congress,  that  we  might  not  even 
need  to  be  up  here  talking  about  community  development  banks? 
Is  that  a  fair  statement? 

Mr.  Taylor.  Not  quite,  Mr.  Chairman.  I  think,  though,  if  CRA 
was  working  and  the  regulators  were,  in  fact,  enforcing  it,  we 
would  have  a  quantum  difference  in  the  lending  landscape,  particu- 
larly as  it  relates  to  working  class  Americans,  minorities,  and 
women.  But  I  think,  given  the  conditions  we  now  find  ourselves  in 
where  many  of  these  institutions  years  ago  pulled  out  of  these  com- 
munities, some  new  initiatives,  some  special  help,  some  extra 
thinking  and  initiatives  need  to  be  developed  in  order  to  address  a 
lot  of  these  problems. 

But  I  think  still,  given  the  suggestions  of  Dr.  Papadimitriou  and 
Mr.  Vitarello,  any  of  these  suggestions  would  work  quantifiably 
better  if  we  had  the  primary  lending  community  in  this  country, 
the  existing  financial  institutions,  and,  for  that  matter,  insurance 
companies  and  pension  funds,  involved  in  the  business  of  investing 
fairly,  equally,  and  aggressively  in  all  of  America,  and  including  its 
low-income  and  minority  neighborhoods. 

Chairman  Wyden.  Now,  you  all  with  the  Reinvestment  Coalition 
are  doing  lots  of  useful  work  and  you  are  out  talking  to  these  insti- 
tutions. What  do  they  tell  you  when  you  confront  them  with  the 
numbers  and  the  facts  about  the  paucity  of  small  business  lending 
and  the  like?  What  do  they  tell  you? 

Mr.  Taylor.  What  do  they  tell  us  about — - 

Chairman  Wyden.  Why  they  aren't  doing  it. 

Mr.  Taylor.  Clearly,  you  have  heard  some  of  the  points  today, 
that  it  is  the  cost  of  the  doing  business.  Mind  you,  once  you  have 
closed  an  institution — I  don't  want  to  argue,  and  Jim  has  said,  we 
have  gone  back  and  forth  on  this,  but  there  is  a  reason  that  the 
cost  of  doing  business  is  more  difficult  now  for  a  lot  of  these  lend- 
ers. Part  of  it  is  the  fact  that  they  are  not  existing  in  a  lot  of  these 
communities. 

You  heard,  I  believe  it  was  Kate  or  one  of  the  other  panelists 
refer  to  the  fact  that  the  vision  here  of  what  these  lenders  are 
going  to  do  as  it  relates  to  small  business  lending  must  be  broader 
than  just  that  profit,  immediate  profit,  bottom  line.  I  realize  that  is 
important,  and  it  should  not  be  overlooked,  but  if  they  are  going  to 
allow  communities  to  die  by  not  putting  up  business  loans,  com- 
mercial loans,  and,  for  that  matter,  housing  and  other  types  of 
loans,  any  investments  they  have  in  those  communities  now,  any 
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good  performing  assets  are  going  to  be  threatened,  as  well  as  in 
any  community  surrounding  those  distressed  neighborhoods.  So,  we 
do  need  a  more  realistic  picture  from  the  lenders. 

Frankly,  there  are  a  number  of  lenders  who  are  aggressively 
working  in  low-income  communities  and,  at  least,  in  the  area  of 
housing,  and  I  segregate  that  out  from  small  business  lending,  who 
will  tell  you  that  their  housing  lending  performs  as  well,  and  we 
have  enough  studies  from  Fannie  Mae  and  others  who  say,  yes,  in 
other  communities,  the  housing  lending,  home  mortgage  lending 
performs  just  as  well. 

Regarding  small  business  lending,  I  think  there  is  a  lot  of  study- 
ing that  needs  to  be  done.  We  don't  have  the  kind  of  disclosure  to 
allow  us  to  adequately  address  that,  but  clearly,  there  is  enough 
evidence  to  believe  that  more  needs  to  be  done.  More  help  needs  to 
be  given  to  lenders  to  enable  and  assist  them  to  do  small  business 
lending  in  these  neighborhoods. 

I  think  what  you  have  heard  are  alternative  models,  which  are 
locally  based,  and  I  think  the  key  is  locally  based.  People  like  Self- 
Help  and  others  who  have  the  ability  to  go  in  and  not  have  as  high 
overhead  costs,  say,  as  a  large  institutional  investor,  and  who  will 
have  a  very  direct,  local  connection  so  that  they  can  assess  and 
judge  these  loans  in  a  very  real,  personal  way,  which  let's  face  it, 
all  lending  ultimately  is  that,  am  I  going  to  see  this  money  again. 

Using  those  models,  I  think,  in  cooperation  with  the  lenders, 
would  go  a  long  way.  Clearly,  the  initiatives  of  the  community  de- 
velopment banks,  the  empowerment  zones,  these  are  not  the  only 
things,  but  I  think  they  are  substantive  measures  which  I  think 
are  going  to  really  help  in  this  area. 

Chairman  Wyden.  Are  you  at  all  concerned  that  the  Federal 
Government  is  going  to  mess  up  a  promising  phenomenon?  The 
fact  is  that  some  of  these  community  development  banks  did  it,  es- 
sentially by  bootstrapping  and  pulling  themselves  up,  finding  the 
private  funds. 

Are  you  at  all  concerned  that  the  Federal  Government  is  going 
to  bring  too  many  fingers  to  this? 

Mr.  Taylor.  That  is  a  good  question,  Mr.  Chairman.  I  had  the 
opportunity  to  sit  down  several  times  with  White  House  staff  about 
what  this  model  is  going  to  look  like,  and  it  sounds  like  their  think- 
ing is  in  the  right  direction,  that  is,  what  they  don't  want  to  do  is 
create  a  sort  of  bureaucratic,  top-down  administration  of  these 
community  development  bank  models. 

Clearly,  the  funding  obviously  has  to  come  from  that  direction, 
but  the  management  and  the  participation  on  the  local  level,  in  the 
front  of  their  thinking,  is  the  involvement  of  the  local  community- 
based  nonprofits.  If  it  isn't  there,  my  understanding  from  White 
House  staff  is  that  the  community  development  bank  funding  from 
the  bank  fund  will  not  be  there. 

So,  I  think  they  recognize  what  they  don't  want  to  do  is  to  create 
a  new  bureaucracy  or  new  administration.  Here  in  Washington,  we 
will  sit  within  the  inner  belt  and  tell  everybody  what  is  good  for 
them.  I  think  what  they  are  saying  is,  look,  there  are  a  lot  of  good 
examples  as  you  referred  to,  Mr.  Chairman;  let's  make  sure  we 
support  those  types  of  examples  and  support  others.  But  make  sure 
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the  decisionmaking,  the  participation  all  happens  on  the  local 
level.  So,  I  am  not  as  concerned  about  that,  Mr.  Chairman. 

Chairman  Wyden.  Let  me  ask  you  a  question  while  bringing  in 
our  other  two  witnesses.  In  the  earlier  panel,  I  really  staked  out 
two  rules  that  struck  me  as  important.  One  is  that  to  get  a  commu- 
nity development  bank  going,  you  should  to  bring  some  money  to 
the  table,  so  that  the  Federal  Government  is  not  our  sugar  daddy, 
furnishing  money  for  all,  at  the  time  of  these  huge  deficits.  Two, 
there  has  to  be  some  critical  massing  of  resources,  so  that  there  is 
evidence  that  people  are  willing  to  show  there  is  a  link  between 
training,  lending,  and  so  forth.  Would  you  support  that?  Let's  go 
right  down  the  table. 

Mr.  Taylor.  Yes,  Mr.  Chairman.  In  fact,  I  also  believe  that  is  the 
administration's  position.  They  are  talking  about  having — and  I  ob- 
viously don't  speak  for  the  administration;  I  am  giving  you  the  sec- 
ondhand conversation  that  I  have  had  with  folks  up  there — a 
matching  requirement,  so  that  it  is  not  this  total  funding  without 
an3rthing  on  the  other  end.  Any  community  development  bank  or 
community  development  financial  institution  would  have  to  show 
that  it  does  indeed  have  assets  to  match,  and  I  think  as  far  as  part 
two,  sort  of  a  massing  of  resources.  I  think  as  more  and  more 
people  become  familiar  and  understand  the  potential  of  the  com- 
munity development  bank,  community  development  financial  insti- 
tution model,  and  the  fact  that  the  administration  and  Congress 
are  willing  to  promote  that,  that  you  will  see  large  institutional  in- 
vestors, like  local  governments  that  keep  their  deposits  in  major  fi- 
nancial institutions,  will  use  those  funds,  will  start  to  use  those 
funds  to  leverage,  and  perhaps  put  them  into  the  CDFI's  and  the 
community  development  banks  to  leverage  that  money  coming 
from  Washington. 

One  very  easy  way  for  a  lot  of  these  lenders  to  really  immediate- 
ly get  involved  in  community  development  lending  is  to  have  some 
of  these  institutions,  regular  financial  institutions,  put  their  money 
in  some  of  these  CDFI's  and  CDB's,  and  I  think  as  more  people 
become  aware  of  this  possibility,  of  this  program,  that  will  take 
place.  Because  it  is  in  the  interest  of  the  lender,  the  existing  lend- 
ers, and  it  is  in  the  interest  of  the  local  government  to  support 
these  institutions,  because  they  are  dealing  with  one  of  the  most 
difficult  aspects  of  their  community,  and  that  is  job  creation,  job 
retention.  I  think  they  will  get  behind  it. 

Dr.  Papadimitriou.  Yes,  Mr.  Chairman;  we  support  the  idea  of 
the  matching  equity.  One  has  to,  I  think,  admit  that  the  program 
of  community  development  banks  can  not  be  a  welfare  program. 
One  feature  of  our  proposal,  where  it  deviates  from  others,  is  that 
these  banks  are  profit-seeking  institutions;  they  are  not  nonprofit 
banking  institutions. 

I  think  it  is  very  important  that  these  CDB's  bring  in  the  exist- 
ing businesses  that  are  now  in  the  depressed  areas,  inner-city 
areas;  and  it  is  possible,  assuming  that  the  proper  staff  is  compe- 
tent and  trained  to  know  the  businesses  and  which  ones  are  going 
to  fail  and  which  ones  are  going  to  succeed,  to  provide  the  equity 
capital  that  can  come  from  the  outside.  So  yes;  it  is  necessary  that 
there  should  be  a  matching  part. 
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One  of  the  things  that  I  wanted  to  say,  if  I  may,  in  reference  to 
your  earher  question,  which  is  about  the  CRA;  I  think  it  is  impor- 
tant to  know  that  as  you  said  that  CRA  doesn't  work  yet 

Chairman  Wyden.  No;  I  didn't  say  that.  I  was  curious  whether 
Mr.  Taylor  was  perhaps  making  the  argument  that  Congress  was 
here  debating  community  development  banks  because  of  the  possi- 
ble theory  that  the  Community  Reinvestment  Act  didn't  work. 
That  has  been  an  argument  advanced  by  some;  it  is  not  necessarily 
a  view  that  I  share,  and  we  would  be  happy  to  have  your  com- 
ments. 

Dr.  Papadimitriou.  I  am  sure  that  you  are  familiar  with  the 
recent  study  from  the  Federal  Reserve  Bank  of  Boston,  which  indi- 
cates that  there  is  a  tremendous  lending  discrimination,  and  yet, 
most  of  our  banks,  95  percent  of  the  financial  institutions  receive 
either  a  satisfactory  or  outstanding  rating  for  compliance  of  CRA; 
and  yet,  we  do  have  this  paradox,  that,  in  fact,  we  do  have  busi- 
nesses that  do  not  receive  loans,  and  the  traditional  banks  do  not 
actually  reinvest  in  their  communities. 

Chairman  Wyden.  If  we  might  complete  with  you.  Dr.  Papadimi- 
triou, I  also  think  you  make  a  very  compelling  argument  that  Con- 
gress needs  to  be  very  careful  in  moving  in  this  direction,  so  as  not 
to  establish  what  would  amount  to  a  collapsed  banking  system.  I 
think  that  if  the  end  result  is  a  situation  where  the  traditional 
lending  system  simply  cream  skims  and  gets  all  the  solid  risks,  and 
the  community  development  banks  are  only  picking  up  those  busi- 
nesses with  a  high  likelihood  of  failure,  that  would  be  a  great  prob- 
lem. I  think  you  make  a  very  good  argument  that  Congress  should 
avoid  it. 

Now,  Mr.  Vitarello,  I  think  the  principal  question  I  would  be  in- 
terested in  asking  you  is,  based  on  your  20-year  involvement  in  this 
field,  what  mistakes  were  made  in  the  past? 

Mr.  Vitarello.  Well,  to  my  knowledge,  Mr.  Chairman,  I  don't 
know  of  any  Federal  banking  initiative,  other  than  CRA,  which  is 
certainly  not  targeted  to  only  low-income  neighborhoods,  that  at- 
tempted to  really  harness  the  private  sector  in  a  way  that  the  com- 
munity development  bank  initiative  in  its  many  forms,  it  obviously 
is  based  on  the  private  sector  taking  that  initiative. 

Chairman  Wyden.  Well,  there  have  clearly  been  SBA  loans,  for 
example,  that  have  been  targeted 

Mr.  Vitarello.  That  is  true. 

Chairman  Wyden   [continuing.]  to  inner-city  lending? 

Mr.  Vitarello.  Yes;  well,  many  of  them  were  like  direct  loans 
from  the  Federal  Government.  That  is  a  disaster  for  the  Federal 
Government,  or  for  that  matter  even  the  State  and  local  govern- 
ments, to  try  to  make  direct  business  loans.  It  has  been  almost  uni- 
formly a  disaster  around  the  country.  There  are  a  few  exceptions  to 
that,  I  would  say,  but  I  do  travel  in  many  cities;  I  don't  claim  to  be 
an  expert  in  every  city,  of  course,  but  in  my  years  of  experience,  I 
have  found  only  a  small  handful  of  successful  direct  loan  programs. 

For  example,  the  Florida  Black  Business  Investment  Board,  that 
is  something  I  mention  in  my  full  testimony.  Even  that  is  having 
some  problems,  but  that  is  an  example  of  where  the  State  of  Flori- 
da invested  $5  million  into  about  seven  what  I  call  bank  and  insur- 
ance company  CDC's. 
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Now,  these  insurance  companies  and  banks  run  these  so-called 
black  business  investment  corporations  in  seven  regions  of  Florida, 
including  Jacksonville,  Miami,  and  so  on.  The  beauty  of  that  is  the 
State  of  Florida  is  not  making  these  decisions.  The  insurance  com- 
panies and  the  banks  who  hire  the  executives  are  doing  that.  By 
the  way,  they  have  to  put  in  a  matching  amount  of  money  of  at 
least  2  to  1  in  these  BBIC's,  Mr.  Chairman.  So,  for  every  $2  of  pri- 
vate sector  money  that  goes  in,  there  is  $1  of  Florida  money.  So, 
that  is  the  good  news.  The  State  of  Florida  has  virtually  no  control 
over  those  loans. 

The  problem  has  been  that,  two  or  three  of  these  BBIC's,  have 
encountered  some  major  difficulties  in  terms  of  delinquencies  and 
defaults,  while  the  others,  however,  have  not.  I  don't  think  anyone 
has  really  studied  why.  Maybe  those  who  are  more  successful  are 
also  creaming;  maybe  they  are  making  loans  to  minority  businesses 
in  the  suburbs  and  not  in  the  inner-city.  I  mean,  there  are  a  lot  of 
reasons  why.  But  at  least  there  is  a  case  where  Florida  recognized 
that  it  cannot  be  making  direct  loans  to  minorities  or,  for  that 
matter,  any  small  businesses.  So,  certainly,  we  don't  want  Govern- 
ment making  direct  loans,  OK? 

Now,  that  still  leaves  us  with  the  dilemma,  who  will  make  those 
loans,  and  I  think  that  there  is  a  wide  range  of  entities  out  there 
like  credit  unions  in  North  Carolina  and  community  development 
loan  funds,  et  cetera,  around  the  country  and  even  banks.  I  think 
every  community  should  have  its  determination  as  to  which  one  of 
these  models  it  should  make,  and  that  is  why  I  think  the  enterprise 
zone  is  good,  because  It  would  put  the  onus  on  those  communities 
to  come  up  with  its  own  community  development  strategy. 

For  example,  let's  say  you  were  in  Roxbury  or  something  like 
that,  and  they  say,  OK,  you  have  an  excellent  black  bank  there 
that  is  already  doing  loans.  But  maybe  they  need  a  community  de- 
velopment loan  fund,  and  there  is  a  good  one  too,  for  example,  in 
Boston,  doing  a  partnership  with  them.  So,  maybe  together  the  two 
of  them  would  come  up  with  a  proposal  where  they  would  ask  for 
zxy  money,  they  would  get  technical  assistance  from  the  Federal 
Government,  and,  by  the  way,  I  think  State  and  local  should  pro- 
vide some  matching  for  that  too,  it  should  not  be  just  the  Federal 
Government. 

There  should  be  other  incentives  there  as  well,  including  those 
that  I  call  wholesale  SBA  loan  guarantees  that  I  talked  about,  to 
really  get  down  to  very  small  businesses.  Because  one  thing  that 
really  infuriates  me  about  SBA  loan  guarantees,  frankly,  the  7(a) 
Program,  is  that  it  really  makes  loans  to  businesses  by  and  large 
who  could  get  a  bank  loan. 

I  really,  really  dispute  the  fact  that  there  are  a  lot  of  businesses 
out  there  who  could  not  get  a  loan  without  SBA.  I  don't  believe 
that  any  more.  I  used  to  believe  that,  but  based  on  a  number  of 
experiences  I  have  had,  including  several  bank  clients  of  mine, 
they  all  laugh  and  they  say,  of  course  we  would  make  a  loan, 
maybe  not  quite  as  much,  maybe,  a  little  more  collateral,  what 
have  you,  but  SBA  guarantee  is  really,  really  cream.  They  require 
a  lot  of  collateral.  They  are  very  large  loans  comparatively  speak- 
ing. 
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Again,  compared  to  the  smaller  businesses  you  heard  here  today. 
I  really  think  that  SBA  should  get  down  to  much  smaller  loans  and 
to  funding  younger  businesses,  businesses  that  don't  have  a  finan- 
cial track  record,  that  cannot  get  a  loan  from  a  bank. 

Chairman  Wyden.  Just  one  last  question,  if  I  might,  and  again 
we  appreciate  all  of  your  experience  and  your  track  record  in  this. 
Given  the  fact  that  you  want  to,  and  I  think  correctly  so,  have  so 
much  of  the  actual  development  of  the  program  at  the  local  level — 
the  choice  of  the  model  and  such — is  that  where  you  think  the 
standards  ought  to  be  set  as  well?  Would  you  say  the  Federal  Gov- 
ernment should,  in  effect,  turn  over  to  local  areas  the  right  to  set 
the  standards  and 

Mr.  ViTARELLO.  What  kind  of  standards,  Mr.  Chairman?  Do  you 
mean  financial? 

Chairman  Wyden.  Well,  who  ought  to  get  the  loan  and  service 
standards? 

Mr.  ViTARELLO.  Right.  Assuming  you  are  talking  about  enter- 
prise zone  and  a  distressed  community,  I  don't  think  we  are  talking 
about  funding  a  lot  of  yuppies  here.  I  think  that  the  Federal  Gov- 
ernment can  provide,  again,  incentives  for  getting  loans  down  to 
the  smallest  businesses  and  to  the  younger  businesses  and  minority 
businesses,  but  I  think,  yes,  by  and  large  these  priorities  should  be 
made  by  the  enterprise  zone,  whatever,  committee,  administrators. 
Appalachia  is  different  than  South  Bronx.  So,  I  think  that  should 
be  left  for  the  local  communities. 

Now,  the  financial  accountability,  however,  in  terms  of  how  Fed- 
eral funding  is  spent,  I  do  think,  though,  needs  Federal  standards.  I 
think,  though,  that  can  be  done  on  a  performance  basis  without  a 
lot  of  cookie  cutter  requirements. 

Chairman  Wyden.  Well,  you  make  a  lot  of  good  arguments  and  I, 
of  course,  share  your  view  that  the  point  of  this  initiative  is  not  to 
fund  yuppies.  I  think  the  question  concerns  what  will  happen  if  the 
Federal  Government  turns  over,  and  appropriately  so,  sufficient 
flexibility  at  the  local  level  to  run  programs,  and  then  you  have  8 
or  10  yuppies  who  end  up  getting  loans  and  those  horror  stories  go 
in  the  paper.  Then  people  like  you,  Mr.  Taylor,  and  Dr.  Papadimi- 
triou,  spend  all  your  time  trying  to  explain  away  those  stories.  It  is 
going  to  be  a  difficult  issue  to  wrestle  with. 

Mr.  ViTARELLO.  There  is  always  a  balance,  that  is  right. 

Chairman  Wyden.  You  all  have  been  very  helpful.  We  will 
excuse  you  at  this  time.  I  look  forward  to  working  with  you. 

On  our  next  and  very  important  panel,  Ms.  Jeana  Woolley, 
North /Northeast  Development  Bank  Organizing  Group  of  Port- 
land, and  Mr.  Cox,  executive  director.  Neighborhood  Progress,  Inc., 
from  Cleveland. 

Ms.  Woolley,  it  is  a  pleasure  to  welcome  you  and  having  watched 
your  good  work  at  home  for  many,  many  years,  I  am  very  pleased 
that  Portland  has  chosen  you  to  represent  our  community  today,  as 
we  go  forward,  and  try  to  set  up  our  own  community  development 
at  home  in  the  3d  congressional  District,  my  district. 

I  point  out,  Mr.  Cox,  we  welcome  you  as  well. 

We  have  asked  both  of  you  to  come  because  we  felt  your  two  pro- 
grams in  Portland  and  Cleveland  were  representative  of  what  was 
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going  on  around  the  country  in  terms  of  trying  to  get  community 
development  banks  off  the  ground. 

We  are  going  to  make  your  prepared  statements  a  part  of  the 
hearing  record  in  their  entirety.  We  are  asking  our  witnesses  to  try 
to  stay  to  about  5  minutes.  I  know  it  is  almost  a  biological  compul- 
sion to  have  everybody  read  a  statement,  but  we  would  like  to  ask 
you  just  to  talk  with  us  for  a  few  minutes.  We,  as  you  may  have 
seen  this  morning,  do  swear  all  our  witnesses  who  come  before  the 
panel. 

Do  either  of  you  have  any  objection  to  being  sworn  as  witnesses? 
Please  rise  and  raise  your  right  hand. 

[Witnesses  sworn.] 

Chairman  Wyden.  Well,  we  welcome  you  both.  Ms.  Woolley,  let's 
begin  with  you.  These  are  just  infernal  microphones  that  we  have 
here,  so  if  you  can  speak  right  into  yours,  that  would  be  great.  Wel- 
come. 

TESTIMONY  OF  JEANA  WOOLLEY,  NORTH/NORTHEAST 
DEVELOPMENT  BANK  ORGANIZING  GROUP 

Ms.  Woolley.  Thank  you.  Congressman  Wyden,  and  I  appreciate 
your  introductory  comments,  and  I  am  grateful  for  your  acknowl- 
edgment of  the  work  that  we  are  doing  in  Portland. 

What  I  would  like  to  do  in  trying  to  respond  to  your  request,  al- 
though it  is  quite  difficult  when  you  have  prepared  comments  and 
you  have  many  points  that  you  want  to  make,  is  just  talk  a  little 
bit  about  our  experience  in  Portland,  what  we  are  doing,  where  we 
are  at  in  the  process,  and  then  provide  some  comments  about  what 
we  feel  would  be  helpful  to  a  kind  of  effort  that  we  are  doing  or 
that  we  are  involved  in  Portland,  what  would  be  helpful  to  that 
kind  of  effort  from  the  Federal  level. 

First  of  all,  we  have  been  very  fortunate  in  Portland  in  that  we 
have  been  about  the  business  of  looking  at  the  proposal  or  the  fea- 
sibility of  developing  a  community  development  bank  for  about  2 
years  now.  This  initiative  came  about  as  a  function  of  a  settlement 
from  a  local  utility,  a  rate  payor  settlement,  that  has  a  major  serv- 
ice territory  in  North,  Northeast  Portland,  which  is  considered  one 
of  the  low-economic,  disadvantaged  neighborhoods  in  the  State  of 
Oregon. 

We  have  a  great  deal  of  disinvestment  that  has  gone  on  over  the 
last  25  years  on  all  fronts.  I  am  not  going  to  spend  a  lot  of  time 
talking  about  the  need  for  these  kinds  of  institutions  because  I 
think  many  of  your  previous  testifiers  have  established  that  there 
are  unique  needs  of  disenfranchised  communities  that  these  kinds 
of  vehicles  can  meet,  and  that  is  why  we  are  exploring  that  option 
for  Portland. 

We,  in  fact,  meet  all  the  characteristics  that  you  have  heard  de- 
scribed here,  both  in  terms  of  business  loans,  and  in  terms  of  serv- 
ices to  residents,  and  also  in  terms  of  real  estate  loans  and  invest- 
ments. So,  we  have  the  same  kind  of  trending  going  on. 

We  have  seen  a  turnaround  to  some  degree.  Probably  in  the  last 
5  years  in  Portland,  primarily  because  of  more  concern  from  the 
public  sector,  from  the  governmental  sector,  and  because  of  the 
CRA  requirements  on  the  traditional  lending  institutions  to  more 
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proactively  get  involved  in  trying  to  service  the  needs  of  those  com- 
munities that  they  are  taking  deposits  from  and  providing  custom- 
er services  to  but  are  not  reinvesting  those  dollars  in  those  commu- 
nities in  proportionate  shares. 

One  of  the  things  that  I  think  when  we  look  at  how  the  Federal 
Government  can  be  helpful,  and  I  might  also  add  that  we  have  had 
a  great  deal  of  dialog  with  South  Shore,  they  served  as  a  consult- 
ant to  a  community-based  organization  that  began  looking  at  this 
process,  really  stimulated  by  the  settlement. 

The  settlement  essentially  provides  the  incentive  for  us  to  look 
at  the  establishment  of  an  institution  to  determine  its  viability, 
and  if  that  is  done  and  there  is  community  consensus  for  this  kind 
of  proposal  to  move  forward,  that  there  would  be  $2  million  of  capi- 
talization for  this  type  of  an  institution.  So,  that  is  really  how  we 
got  in  the  business  of  looking  at  a  proposal  for  a  community  devel- 
opment bank. 

We  have,  in  fact,  produced  a  report.  We  have  shopped  that 
report  around  to  a  number  of  community  constituencies,  to  the  pri- 
vate sector,  lending  institutions,  and  to  the  private  investment 
community  to  determine  what  kind  of  support  would  exist  for  this 
proposal  and  have  gotten  good  support  and,  therefore,  have  made  a 
decision  to  move  forward  on  the  establishment  of  such  an  institu- 
tion and  then  put  together  an  organizing  committee. 

There  are  several  things  that  I  think  would  be  helpful  to  the 
kind  of  effort  that  we  have  going  on  in  Portland.  The  other  thing  I 
would  like  to  say  is  that  it  is  our  belief,  certainly  when  we  look  at 
Portland,  and  it  has  been  true  in  the  few  examples  we  have  of  com- 
munity development  banks  functioning  on  a  long-term  basis  such 
as  in  Chicago,  that  the  services  that  a  community  development 
bank  provides,  in  fact,  reinforce  and  bring  in  the  commercial  tradi- 
tional lending  institutions  as  partners  eventually.  What  they  do  is 
establish  that  there  is  a  marketplace  for  services,  and  there  is  a 
need  and  a  risk  worthiness  to  a  set  of  services  that  the  traditional 
lending  institutions  have  not  been  motivated  to  provide  in  the  past, 
for  many  of  the  reasons  that  you  have  heard  from  other  testifiers 
today. 

We  had  the  opportunity  to  visit  Chicago,  and  to  look  at  some  of 
their  programs,  and  to  talk  with  them  about  their  experience,  and 
what  is  clear  is  that  the  commercial  lending  institutions,  the  tradi- 
tional lending  institutions,  moved  back  into  that  community  after 
South  Shore  had  been  doing  business  there  for  a  while  because 
what  they  realized  is  there  was  business  to  be  had  there,  and  they 
began  to  compete  for  that  business.  I  think  that  is  a  positive  stimu- 
lation that  brings  more  services  and  more  tools  to  communities 
such  as  ours  in  North,  Northeast  Portland  and  to  low-income  and 
disenfranchised  communities,  once  somebody  has  gone  in  there  and 
taken  the  lead  to  essentially  establish  the  marketplace  and  the  via- 
bility of  the  marketplace. 

One  of  the  ways  that  we  think  that  the  Federal  Government 
could  encourage  or  increase  activity  by  traditional  lending  institu- 
tions would  be  to  strengthen  the  enforcement  of  the  CRA,  which 
we  believe  has  pushed  banks  to  market  their  conventional  products 
in  low-income  communities. 
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One  of  your  previous  panelists  talked  about  the  area  of  small 
business  and  not  having  oversight,  of  the  same  level  of  oversight 
about  small  business  loaning.  Small  business  loaning  is  a  much 
more  difficult  marketplace  than  real  estate.  If  you  talk  about  why 
the  community  development  banks  sort  of  started  out  and  are 
heavily  invested  in  real  estate  lending,  if  you  are  talking  about  a 
for-profit  institution,  it  is  the  place  to  wade  into  the  water,  to  es- 
tablish assets,  to  build  a  track  record,  and  it  allows  you  essentially 
to  do  some  of  the  small  business  loaning,  which  is  much  more 
risky.  If  you  are  functioning  as  a  regulated  institution,  you  have  to 
still  play  by  some  of  those  rules.  So,  I  think  that  strengthening 
CRA  begins  to  strengthen  the  marketplace  for  everybody  who  is  es- 
sentially participating  in  it. 

Consider  legislative  action  that  would  extend  privileges  such  as 
interstate  banking,  lower  levels  of  deposit  insurance,  permission  to 
sell  securities,  or  other  profitable  activities  in  return  for  demon- 
strated commitment  to  lending  and  credit  in  low-  and  moderate- 
income  neighborhoods.  Provide  incentives  to  encourage  traditional 
institutions  to  invest  in  community  development  activities  such  as 
community  development  banks.  Part  of  meeting  their  CRA  require- 
ments might  be  to  provide  capital  to  these  kinds  of  institutions 
where  they  exist  in  partnership. 

The  other  kind  of  support  that  we  believe  is  important  is  that  we 
believe  that  community  development  banking  should  be  a  local,  lo- 
cally defined  initiative.  Some  of  what  you  have  heard  here  this 
morning  is  we  ought  to  set  up  a  cookie  cutter  system  for  communi- 
ty development  banks,  and  you  asked  some  questions  of  the  previ- 
ous panelist.  My  personal  experience,  having  been  involved  in  this 
exercise  for  2  years,  would  be  that  every  community  is  unique,  and 
what  evolves  as  a  part  of  a  proposal  for  an  institution,  what  it 
looks  like,  what  kind  of  services  it  provides,  what  kind  of  orienta- 
tion and  focus  it  might  have,  what  type  of  subsidiaries  might  be  ad- 
joined to  a  holding  company,  for  example,  if  it  followed  the  South 
Shore  model,  ought  to  be  customized  to  a  particular  community.  If 
there  isn't  evidence  that  has  occurred,  there  shouldn't  be  dollars 
provided  for  those  initiatives  to  move  forward. 

Caution  about  the  number.  You  have  made  a  comment  in  your 
general  comments  here  this  morning  that  perhaps  100  development 
banking  institutions  is  not  the  right  number.  If  you  look  at  our  ex- 
perience, it  has  taken  us  2  years  to  even  determine  whether  we  be- 
lieve we  had  a  viable  business  plan  that  could  service  the  needs 
that  we  had  identified  in  our  community.  I  think  it  would  serve  the 
objectives  we  are  all  here  to  discuss  this  morning  if,  in  fact.  Con- 
gress were  to  look  at  providing  deeper  support,  more  varied  sup- 
port, to  a  fewer  number  of  experiments.  Because  this  is,  even 
though  we  have  examples,  successful  examples,  it  is  a  new  arena,  it 
is  an  exploratory  arena,  and  what  I  don't  think  would  service  any 
of  our  agendas  is  to  have  the  Federal  Government  throwing  dollars 
into  communities  in  the  way  that  we  have  with  many  of  our  other 
programs,  economic  development  programs,  in  the  last  25  years 
that  were  intended  to  do  good  things  but,  in  fact,  just  spent  money. 
We  don't  have  a  lot  to  show  in  those  low-income  communities  in 
many  instances  for  the  dollars  that  have  been  spent. 
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There  are  a  couple  of  other  quick  comments  about  our  experi- 
ence, hopefully,  that  will  inform  your  considerations  here. 

First,  we  had  as  a  function  of  these  settlement  dollars  to  study 
feasibility.  I  think  that  one  of  the  ways  that  the  Federal  Govern- 
ment could  support  these  kinds  of  efforts  is  to  make  grants  to  local 
communities  that  want  to  explore  the  feasibility  of  developing  this 
kind  of  an  institution.  It  costs  money  to  look,  to  really  hire  the 
technical  assistance  and  the  kind  of  staffing  support  to  take  a  look, 
to  work  with  communities  to  take  a  look  at  defining  their  market- 
place, defining  the  gaps  in  that  marketplace,  and  really  developing 
a  business  plan  that  would  be  implementable  for  an  institution  like 
a  community  development  bank.  That  is  one  way  that  dollars  could 
be  provided. 

We  were  fortunate  in  Portland,  but  I  think  there  are  a  lot  of 
communities  who  need  these  kinds  of  services,  who  need  this  kind 
of  an  institution,  who  don't  have  that  kind  of  mobilization  and  that 
kind  of  startup  capital,  if  you  will,  to  look  at  the  feasibility. 

Second,  I  think  that  equity  investments  for  development  banks 
would  emerge  with  a  critical  mass  of  support,  that,  in  fact,  would 
evolve  out  of  where  these  studies  would  prove  viable,  and  it  would 
prove  that  an  institution  like  this  could,  in  fact,  partner  with  the 
other  institutions  to  make  a  difference,  and  that  there  could  be 
equity  infusions,  and  I  think,  to  the  degree  they  are  provided,  the 
investments  should  be  competitive,  they  should  be  matched  by 
local  government,  and  where  investors  should  be  tied  to  a  demon- 
strated successful  effort  to  define  the  needs  of  the  local  community. 

I  think  also  that  there  should  be  some  kind  of  accountability. 
You  heard  from  one  of  your  previous  panelists  perhaps  leaving  the 
particulars  of  what  these  institutions  look  like  to  local  communi- 
ties, but,  in  fact,  providing  strong  accountability  for  the  use  of  Fed- 
eral dollars,  and  I  would  agree  with  that  testimony,  I  think  that  is 
the  way  that  they  ought  to  be  oriented. 

Currently,  it  is  our  feeling,  at  least  to  the  degree  that  we  have 
looked  at  the  proposal  that  we  have  looked  at  and  agreed  to  move 
forward  with  in  Portland,  that  the  existing  regulations  provide  the 
flexibility  for  us  to  function,  and  there  may  be  some  fine-tuning, 
but  I  don't  think  we  know  enough  about  the  forms  these  institu- 
tions may  take  and  what  kind  of  obstructions  existing  regulations 
might  present  to  start  modifying  things.  If  we  do,  we  don't  have 
these  insights  in  Portland  at  this  point. 

The  other  thing  I  would  say  is  I  think  there  needs  to  be  as  part 
of  this  the  Federal  support  or  array  of  ways  that  the  Federal  Gov- 
ernment could  support  efforts  at  the  local  level.  You  should  consid- 
er more  support  to  nonbanking  subsidiaries,  to  the  partners  that 
would  work  with  the  community  development  bank  to  make  things 
happen  in  these  local  communities.  There  ought  to  be  means  ex- 
plored for  providing  grants,  low-income  loans,  et  cetera,  to  those 
partnership  entities.  It  has  been  our  experience  that  you  need  what 
we  call  "a  critical  mass  of  support"  in  order  to  make  these  institu- 
tions possible  and  ultimately  successful. 

You  need  broad  support  from  the  local  community  and  that 
means  all  of  your  sectors  that  have  to,  in  one  way  or  another,  par- 
ticipate in  the  implementation;  Government,  the  private  sector, 
lending  institutions.  You  need  initial  capitalization,  which  I  have 
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spoken  to  as  an  area  that  could  be  accessed.  You  need  complemen- 
tary initiatives  in  neighborhoods.  You  need  other  things  going  on. 
You  need  to  have  some  stimulation  going  on  with  community-based 
organizations,  other  kinds  of  funds,  so  that  you  can,  in  fact,  syner- 
gize  with  that  and  leverage  that  for  an  overall  initiative  in  the 
community.  You  need  commitment  from  the  residents  and  commu- 
nity support  and  that  needs  to  be  inherent  in  the  business  plan. 

The  needs  which  those  people  feel  they  have  in  our  community, 
we  have  identified  those,  but  they  have  to  be  part  of  what  you  are 
responding  to  in  your  business  plan.  So,  we  believe  we  have  met 
that  critical  mass  in  Portland,  and  the  reason  we  are  here  this 
morning  is  to  try  to  share  with  you  what  we  think  the  process 
looks  like,  how  the  Federal  Government  can  be  supportive  of  proc- 
esses such  as  ours  at  the  local  level,  and  to  also  to  let  you  know 
that  we  think  in  Portland,  action  at  the  Federal  level  could  be  very 
helpful  to  the  efforts  that  we  have  going  on  in  Portland  and  could 
assist  us  in  moving  forward  with  the  proposal  that  we  have  bought 
off  on. 

Thank  you  very  much. 

[Ms.  Woolley's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  Thank  you  very  much.  Very  helpful  and  very 
encouraging. 

Mr.  Cox,  welcome. 

TESTIMONY  OF  THOMAS  E.  COX,  EXECUTIVE  DIRECTOR, 
NEIGHBORHOOD  PROGRESS,  INC. 

Mr.  Cox.  I  guess  I  am  the  only  one  standing  between  us  and 
lunch,  so  I  guess  if  I  can't  be  interesting,  I  ought  to  be  short. 

Let  me  just  make  three  overarching  points.  One  is  the  context  in 
which  we  got  started  in  all  of  this.  We  really  were  not  dealing  with 
what  we  felt  were  shortfalls  either  in  the  Government  side  or  the 
private  side,  although  there  are  plenty  of  them,  but  what  we  really 
thought  we  faced  was  an  opportunity  in  business  development. 

There  is  a  fairly  low  rate  of  business  formation  in  northeastern 
Ohio  and  in  the  city  of  Cleveland,  and  we  thought  that  if  we  cre- 
ated a  supportive  environment  for  entrepreneurial  activity  and 
business  formation,  we  could  really  seize  an  initiative  that  would 
be  a  regional  one  and  that  we  could  locate  it  in  a  minority  and  low- 
income  neighborhood  in  the  city. 

So,  what  we  sought  really  was  an  opportunity  to  drive  an  agenda 
of  economic  development.  We  wanted  to  support  entrepreneurship 
in  the  neighborhood,  and  we  wanted  to  provide  a  locus  of  activity 
which  would  attract  entrepreneurs  from  outside  the  neighborhood. 

Second,  we  were  operating  in  a  fairly  rich  environment.  We  have 
a  Mayor  who  has  been  very  aggressive,  effectively  aggressive,  in 
promoting  CRA  activities  with  the  local  banking  community.  My 
board  has  two  bankers  on  it  who  are  presidents  of  the  two  largest 
banks  in  the  community,  and  they  have  been  very  aggressive  and 
supportive  in  providing  capital  and  credit  for  neighborhoods. 

We  have  a  $15-million  community  development  investment  fund. 
We  provide  about  $iy2  to  $2  million  a  year  to  support  community 
development  corporations.  So,  it  is  not  as  though  we  thought  of  the 
bank  as  an  alternative  or  a  parallel  to  any  of  these.  We  assume 
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these  things  will  continue,  and  we  look  to  continue  pushing  them 
aggressively  at  the  same  time  we  are  developing  the  bank. 

Third,  what  interested  us  was  a  management  opportunity  to  as- 
semble all  the  pieces  of  an  economic  development  activity.  I  am 
going  to  defer  a  discussion  on  the  credit  part  of  it  because  that  has 
been  thoroughly  covered  today.  It  was  for  us  a  management  prob- 
lem. 

If  you  have  an  array  of  services,  and  I  think  everybody  has 
talked  about  the  notion  that  we  need  a  lot  of  different  services,  not 
just  banking  services,  one  of  the  issues  becomes  how  do  you 
manage  it?  How  do  you  get  a  collaborative  approach  to  mobilizing 
all  these  resources  and  letting  them  function  in  a  collaborative  and 
supportive  way  rather  than  just  kind  of  wandering  around  in  dif- 
ferent ways?  We  felt  the  bank  offered  a  very  interesting  locus  for 
the  management  activity  that  we  felt  would  have  to  go  on.  One 
reason  is  that  the  bank,  as  a  regulated  institution,  has  a  real  inter- 
est, self  interest,  in  safety  and  soundness  so  that  all  the  mobiliza- 
tion of  activities  takes  place  in  the  context  of  building  economic  ac- 
tivity, increasing  value,  increasing  wealth.  So,  it  provided  an  angle 
on  mobilization  and  management  that  we  thought  was  very  impor- 
tant to  us. 

The  program  we  developed, — and  my  colleague  here  next  to  me 
is  absolutely  correct,  about  the  time  required — took  us  4  years  to 
assemble,  and  it  looks  like  this,  if  anybody  is  interested  in  seeing  it. 
It  cost  us  $250,000  of  staff  time  to  do  it. 

It  assembles  capital  in  a  wide  variety  of  capital  products,  and  it 
provides  a  tremendous  array  of  business  services.  One  of  the  col- 
laborating partners  we  brought  into  this  was  an  incubator  network 
that  functions  in  Western  Pennsylvania,  has  2  million  square  feet 
of  incubator  services,  and  has  started  and  created  over  400  busi- 
nesses. 

It  is  one  of  the  partners,  and  it  provides  a  real  estate  develop- 
ment product  so  that  we  could,  in  this  neighborhood,  create  a  real 
estate  product  that  would  compete  with  the  suburbs;  and,  fourth, 
has  a  labor  force  development,  labor  force  linkage  component  to  it, 
all  of  which  we  think  are  absolutely  important  and  of  equal  impor- 
tance to  one  another,  and  that  we  had  to  have.  The  capital  we  have 
proposed  to  raise  is  to  support  all  of  them. 

What  did  the  bank  have  in  the  way  of  management  that  we  felt 
was  important?  One  is  that  it  functions  like  a  lens  in  that  it  takes 
all  the  different  rays  of  capital  and  organizes  them  in  one  direc- 
tion. 

It  has  a  target  area  of  focus.  It  is  not  scattered  all  over  the  city, 
although  our  community  development  loan  fund  and  CDC  support 
activities  are.  It  is  a  market  change  pioneering  activity.  It  has  a 
high  service/multiple  intervention  approach,  and  something  that  is 
very  important  to  us,  it  brings  real  institutional  leverage.  We 
wanted  to  bring  technology  transfer  operations,  the  unions,  and 
other  institutions  like  that  into  play  in  our  neighborhood.  We 
needed  an  institution  which  is  powerful  enough  to  engage  them  at 
the  level  they  can  understand. 

Finally,  it  brings  permanence,  it  will  become  a  permanent  citizen 
of  the  neighborhood  places  like  places  of  worship  and  schools. 
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Let  me  just  say  a  couple  words  about  Government.  The  biggest 
problem  we  have  had  with  Government  is  trying  to  marry  the  reg- 
ulatory requirements  of  Illinois  and  Ohio.  We  want  to  be  a  partner 
with  South  Shore  Bank,  they  are  going  to  come  to  Cleveland,  we 
think,  and  be  a  partner  with  us.  Illinois  has  a  set  of  regulations 
which  the  bankers  want  to  call  the  Illinois  Bank  Preservation  Act, 
but  it  keeps  banks  from  moving  into  Illinois.  Ohio's  regulatory 
system  mirrors  that  of  the  State  you  are  doing  business  with,  so  we 
have  had  a  lot  of  regulatory  problems. 

So,  one  thing  you  might  want  to  take  a  look  at  is  if  you  are  going 
to  support  these  kinds  of  institutions,  can  we  make  the  regulatory 
environment,  the  chartering  environment,  a  little  easier? 

Chairman  Wyden.  By  getting  away  from  financial  protectionism? 

Mr.  Cox.  Right.  Second,  I  do  get  concerned  about  the  money  part 
of  it.  We  believe  we  can  capitalize  this  thing  privately.  We  are  in- 
clined to  do  so  because  the  only  oversight  we  really  believe  is  im- 
portant is  that  of  safety  and  soundness,  that  it  fulfill  the  charter- 
ing requirements,  and  that  it  do  the  kind  of  business  we  want  to 
see  it  do. 

We  get  very  concerned  about  city  councilmen  looking  over  our 
shoulders  and  saying,  we  have  got  public  money  in  there  so  would 
you  make  this  loan  to  this  person  in  my  neighborhood.  We  are  very 
concerned  about  that.  If  the  Government  is  to  intervene  here  on 
the  help  side,  it  also  has  to  intervene,  it  seems  to  us,  on  the  protec- 
tion side  and  keep  the  decisions  business-based  and  not  the  least 
whiff  of  political  interference  in  it.  So,  with  that  I  would  just  as 
soon  stop. 

[Mr.  Cox's  statement  may  be  found  in  the  appendix.] 

Chairman  Wyden.  A  very  good  presentation. 

Both  of  you  have  been  very  helpful. 

Let  me  make  sure  I  understand  where  things  are  in  terms  of 
Portland  and  Cleveland.  If  the  Federal  Government  were  to  do  ab- 
solutely nothing,  you  all  would  still  be  going  forward  with  your  ef- 
forts, yes?  What  we  are  talking  about  today  is  essentially  how  the 
Federal  Government  might  help  speed  things  up  and  how  the  Fed- 
eral Government  might  be  a  better  partner.  You  are  going  to  go 
forward. 

Why  don't  we  begin  with  you,  Ms.  Woolley,  and  make  sure  I  un- 
derstand what  in  this  partnership  would  be  useful  to  you.  I  am 
skeptical  of  the  Federal  Government's  likelihood  of  putting  money 
into  studies,  knowing  what  the  track  record  has  been.  What  would, 
in  order,  be  two  or  three  steps  that  the  Federal  Government  might 
take  that  would  accelerate  progress  in  Portland  and  serve  as  viable 
ideas  with  half  a  chance  of  surviving? 

Ms.  Woolley.  Well,  certainly  when  you  have  got  to  raise  capital, 
any  kind  of  acceleration  of  a  fusion  of  capital  is  going  to  make  a 
difference. 

I  understand  my  colleague's  comments  here,  but  I  do  think  that 
if  you  can  capitalize  these  institutions  from  private  investments  it 
is  one  thing.  I  think  one  of  your  other  panelists  suggested  that  if 
we  have  a  proliferation  of  these  kinds  of  institutions,  you  are  going 
to  similar  sources  around  the  country  to  capitalize  them,  and  I 
don't  know  how  true  that  is.  I  don't  think  that  universe  is  limited. 
I  think  there  needs  to  be  private  capitalization,  but  I  also  think 
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there  could  be  public  capitalization  with  the  understanding  that 
you  are  an  investor  in  the  venture  essentially;  that  you  would 
expect  the  same  kind  of  return  on  your  dollars  that  any  other  in- 
vestor in  the  institution  would.  So,  with  that  caveat,  I  would  sug- 
gest that  would  be  one  thing. 

Chairman  Wyden.  Let  me  make  sure  I've  got  that,  because  that 
seems  very  much  in  line  with  what  we  heard.  If  the  Federal  Gov- 
ernment, in  trying  to  get  a  modest  number  of  community  develop- 
ment banks  off  the  ground,  were  to  say  early  on  there  needs  to  be 
a  matching  requirement,  would  it  help  you  get  going  that  much 
faster  given  your  success  in  private  dollar  raising? 

Ms.  WooLLEY.  I  don't  think  the  Federal  Government  should  be 
the  initial  capitalizer.  If  the  local  communities  can't  show  support, 
and  that  means  investment,  in  however  they  are  able  to  package 
that  together,  then  I  think  that  you  have  got  a  questionable  ven- 
ture. So,  I  am  saying  that  once  you  have  that,  that  the  Federal 
Government  could  come  in  as  a  matching  investor  in  the  venture. 
Potentially,  I  think  that  would  be  helpful.  That  would  certainly 
speed  things  up  as  a  partner  in  the  investment  for  these  kinds  of 
institutions  and  local  communities. 

I  think  that  reinforcement  and  providing  incentives  to  local  lend- 
ing institutions  to  be  partners  with  these  types  of  institutions,  to 
incentize  them  to  do  that,  is  another  way  that  you  could  be  helpful, 
through,  strengthening  CRA  requirements,  making  sure  that  banks 
are  following  through  on  the  commitments  and  essentially  the 
rhetoric. 

Chairman  Wyden.  You  make  another  interesting  point.  Would 
you  say  that  involvement  in  a  community  development  bank,  say 
in  Portland,  would  be  one  criteria  for  meeting  the  Community  Re- 
investment Act? 

Ms.  WooLLEY.  Absolutelv.  It  could  be  a  means  of  meeting  part  of 
your  requirements.  I  don  t  think  it  should  be  the  only  measure- 
ment because  there  are  other  ways  that  those  banks  ought  to  be 
participating  in  providing  services  to  local  communities  and  those 
resources  are  certainly  needed  to  get  the  job  done.  But  it  could  be 
one  of  the  criteria  that  would  be  used  to  evaluate  whether  they  are 
meeting  their  requirements. 

Chairman  Wyden.  The  other  thing  that  is  interesting  in  your 
testimony  was  the  fact  that  you  are  interested,  as  part  of  all  of 
this,  in  giving  the  traditional  lenders — the  conventional  banks — 
help  on  some  of  the  other  things  that  they  are  interested  in,  inter- 
state banking  and  the  like.  I  have  always  had  mixed  feelings  about 
this  idea.  I  happen  to  have  voted  for  interstate  banking.  We  live  in 
a  global  economy,  certainly  a  national  economy,  and  I  have  always 
found  it  kind  of  bizarre  that  you  look  over  at  Vancouver,  Washing- 
ton, and  Portland,  and  all  the  things  that  people  who  live  in  the 
metropolitan  Portland  area  can  do  in  Portland,  they  can't  do  in 
Vancouver,  and  they  can't  get  to  their  ATM  machine  in  one  place 
or  another.  It  is  just  bizarre. 

But  I  want  to  make  sure  that,  in  terms  of  the  Portland  effort, 
you  have  decided  that  you  would  like  to  see  some  kind  of  link;  that 
if  banks  are  willing  to  go  forward  with  a  community  development 
bank  effort  at  home,  there  has  been  a  judgment  that  banks  should 
also  be  able  to  get  some  support  for  some  of  the  concerns  that  have 
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been  on  their  wish  list  in  the  Congress,  such  as  interstate  banking 
and  the  Hke. 

Ms.  WooLLEY.  Yes;  I  think  that  it  is  one  avenue  to  explore.  I 
don't  know  what  all  the  particulars  would  look  like,  but  certainly, 
we  are  trying  not  only  to  hammer  but  we  are  trying  to  incentize 
traditional  lending  institutions  to  understand  both  their  responsi- 
bilities and  also  the  role  that  they  can  play  as  a  partner  in  revital- 
izing low-income  and  disadvantaged  communities  which  are  cer- 
tainly in  urban  areas  and  are  often  communities  of  color. 

So,  I  think  that  there  are  ways  that  you  can  have  a  stick  and  a 
carrot,  and  I  think  some  combination  of  the  two  always  works 
better  than  just  a  stick  because  what  you  do  is  you  get  them  more 
proactively  and  creatively  thinking  about  how  they  can  create  rela- 
tionships with  an  institution  such  as  a  community  development 
bank  to  make  things  happen  as  opposed  to  simply  doing  what  is 
minimally  required  of  them  in  order  to  meet  their  CRA  thresholds. 

Mr.  Cox.  Could  I  just  say  one  thing,  Congressman? 

Chairman  Wyden.  Sure.  Do  not  fear,  Mr.  Cox,  that  only  Oregon 
gets  to  talk.  It  is  not  just  a  kind  of  intrafamily  discussion.  We  are 
going  to  make  sure  you  get  plenty,  too. 

Mr.  Cox.  We  hope  whatever  the  Government  does,  it  does  quick- 
ly and  cleanly.  One  of  the  things  that  has  happened  to  us  is  there 
is  a  kind  of  almost  like  a  freeze.  Everybody's  frozen  in  place,  wait- 
ing to  see  what  the  Government  will  do  as  we  try  to  capitalize  our 
operation.  So,  it  would  be  important  for  us  that  the  decision  be 
made  quickly,  and  we  also  would  hope  that  not  too  much  tinkering 
goes  on  over  time,  because  once  the  rules  get  set,  that  the  charter- 
ing go  forward,  and  that  we  get  time  to  play  this  out  under  the 
rules. 

Chairman  Wyden.  That  is  too  logical.  We  just  can't  have  it  done 
that  way  in  Washington,  DC. 

Mr.  Cox.  Yes;  I  understand. 

Chairman  Wyden.  If  rules  were  just  set  out  and  then  people 
were  actually  going  to  get  to  go  about  their  business  in  accordance 
with  the  rules,  that  would  be  almost  unprecedented.  I  mean,  you 
wouldn't  even  have  a  tax  code.  Just  as  soon  as  the  accountants  are 
done  with  one  set  of  rules,  you  start  over  with  another.  But  I  un- 
derstand how  important  that  is,  seriously,  to  the  community  devel- 
opment bank  effort. 

Have  either  of  you — Mr.  Cox,  and  then  you,  Ms.  Woolley — picked 
up  from  your  bankers  that  this  sort  of  thing  really  isn't  needed, 
that  the  conventional  banking  system  will  take  care  of  small  busi- 
ness loans  and  disadvantaged  neighborhoods?  Have  you  heard  that 
this  is  really  just  excessive  Government,  and  that  they  are  going  to 
do  it  any  way,  and  why  are  you  working  on  this? 

Mr.  Cox.  I  will  tell  you  an  anecdote.  We  took  a  team  of  senior 
corporate  executives  from  Cleveland,  along  with  the  Mayor,  to  see 
the  South  Shore  Bank  of  Chicago.  We  spent  a  day  up  there.  The 
CEO  of  National  City  Bank  and  the  president  of  Society  Bank  went 
on  that  trip.  The  only  competition  was  to  see  whose  plane  went  the 
fastest  from  Cleveland  to  Chicago.  But  they  got  a  good  feel  for  the 
kind  of  niche  institution  that  this  is,  the  role  it  plays  in  the  neigh- 
borhood, and  the  way  it  stimulated  more  investment  in  the  bank- 
ing community  over  time.  They  remain  very,  very  supportive  of 
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this  and  are  convinced  that  these  are  things  that  their  banks  would 
not  do. 

They  are  very  happy  to  extend,  and  aggressively  extend,  credit 
on  mortgages  and  a  lot  of  fairly  routine  lending  products,  but  the 
notion  of  getting  into  the  neighborhood  from  a  management  niche, 
stimulate  the  business,  market  pioneering  approach,  is  something 
they  just  understand  that  a  $25-  or  $30-billion  institution  is  not  ca- 
pable of  doing. 

Ms.  WoOLLEY.  I  think  that  we  have  had  the  same  kind  of  experi- 
ence. I  think  any  time  you  talk  about  bringing  another  player  into 
the  marketplace,  into  a  very  competitive  marketplace,  you  always 
have  apprehensions.  So,  we  have  had  a  lot  of  questions  from  the 
traditional  lending  institutions.  We  have  had  a  lot  of  open  dialog 
with  them.  We  have  representatives  from  the  major  lending  insti- 
tutions that  have  sat  on  part  of  this  feasibility  study  committee 
and  have  had  some  oversight  on,  saying  yea  or  nay.  We  think  this 
is  a  workable  business  plan  and  a  concept  we  should  move  forward 
on.  So,  we  have  that  support. 

If  there  is  an5d:hing  that  I  would  say,  we  have  had  at  least  one  of 
the  major  lending  institutions  establish  a  CDC  to  start  working  on 
some  of  the  activities  that  this  bank,  our  proposal,  suggests  we 
would  move  into.  Although  it  is  not  focused  in  the  same  way,  it 
would  not  be  targeted  to  the  same  targeted  area.  There  is  reason  to 
believe  that  there  would  be  some  opportunity  for  our  target  area  to 
access  moneys  for  some  projects.  So,  in  effect,  it  is  doing  exactly 
what  I  suggested  in  my  comments;  it  is  stimulating,  a  kind  of 
proactivism  and  realization  once  they  look  at  the  data  that  there  is 
a  marketplace  to  be  serviced.  Although  they  may  not  be  able  to  do 
it  through  their  normal  practices,  they  are  doing  it  through  higher, 
sort  of  nonprofit  entities  that  are  a  subsidiary  to  the  bank. 

Chairman  Wyden.  Well,  I  congratulate  both  of  you  on  your  diplo- 
macy skills  as  well  as  everything  else  you  are  doing  in  terms  of 
trying  to  mediate,  as  activists  in  the  community,  traditional  banks 
and  the  like. 

Recently,  I  had  breakfast  with  some  of  our  leading  bankers  in 
Oregon  and  told  them  about  the  community  development  bank 
hearing  that  we  were  going  to  have  today.  They,  if  not  becoming 
unglued,  certainly  were  concerned  and,  in  effect,  made  the  argu- 
ment that  we  are  doing  it  already.  I  touched  on  many  of  the  issues 
that  we  have  talked  about  today;  no  one  has  said  they  don't  mean 
well,  it  is  just  that  the  other  work  seems  to  be  more  profitable.  By 
the  end  of  the  breakfast,  we  had  worked  through  a  lot  of  the  con- 
cerns and  made  it  very  clear  this  was  going  to  be  a  cooperative 
effort. 

I  think  the  other  point  you  make,  which  none  of  our  other  wit- 
nesses really  have  touched  on  is,  that  much  of  what  you  are  trying 
to  do  is  get  traditional  financing  to  a  kind  of  comfort  zone  in  the 
community.  When  traditional  financing  is  comfortable,  when  there 
is  a  network  of  businesses  that  can  be  profitable,  when  folks  are 
trained,  when  there  is  the  kind  of  discipline,  the  kind  of  skills  that 
they  need  in  order  to  be  profitable,  then  they  will  enter  the  com- 
fort zone  after  you  have  done  the  heavy  lifting.  You  are  trying  to 
do  the  heavy  lifting  to  begin  to  build  a  track  record  in  the  commu- 
nity of  businesses  and  individuals  who  can  show  that  they  can  sup- 
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port  this  kind  of  lending,  and  then  after  a  lot  of  the  heavy  lifting  is 
done  and  some  of  the  more  frightening  aspects  of  getting  involved 
are  addressed,  then  they  are  willing  to  come  in.  I  think  that  is  a 
very  good  argument,  and  you  two  have  essentially  been  the  first  to 
make  it. 

One  last  question  that  I  had,  and  we  talked  a  little  bit  about  it 
before  the  hearing,  is  where  are  you  going  to  get  all  the  folks  who 
are  going  to  staff  your  operations?  The  community  development 
bank  officer  clearly  is  going  to  be  sort  of  a  different  character  than 
the  traditional  bank  officer.  Again,  this  does  not  in  any  way  mini- 
mize what  traditional  banks,  are  doing. 

We  have  a  lot  of  people  in  our  community  who  are  very,  very 
committed  to  outreach  efforts  and  looking  to  help  people  on  their 
way  up,  but  it  is  going  to  be  a  different  function.  Are  you  going  to 
get  them  from  the  traditional  banks  and  train  them  in  a  certain 
way,  or  are  you  going  to  look  for  a  completely  different  sort  of  indi- 
vidual altogether?  How  do  you  all  propose  to  do  this?  Let  me  start 
with  you,  Ms.  Woolley. 

Ms.  Woolley.  Well,  actually,  it  is  a  very  timely  and  interesting 
question  that  you  ask. 

Our  organizing  committee,  at  our  last  meeting  earlier,  or  actual- 
ly late  last  week,  we  were  in  the  process  of  hiring  a  recruiter  to 
identify  a  CEO  for  this  type  of  institution,  actually  to  help  the  or- 
ganizing committee  move  through  some  of  the  tasks  of  setting  up 
and  forming  this  institution,  establishing  it  in  all  of  the  arenas 
that  it  would  have  to  be  established  in  to  function. 

It  is  a  quandary  because  you  really  need  someone  who  under- 
stands and  can  relate  to  the  traditional  financial  institution,  some- 
body who  understands  that  arena  if  you  are  talking  about  a  com- 
munity development  bank.  At  the  same  time,  however,  you  need 
somebody  who  is  not  driven  strictly  by  profit  and  career. 

In  the  banking  universe,  we  talked  to  one  of  the  recruiters  who 
does  recruiting  for  financial  institutions  and  their  notion  was,  we 
would  have  to  find  somebody  who  really  wanted  to  look  at  this  as 
sort  of  an  interesting  project  that  they  could  build  a  reputation  on, 
and  it  would  probably  have  to  be  somebody  young  because  you  cer- 
tainly couldn't  afford  anybody  who  is  real  experienced  for  the  price 
that  you  are  going  to  pay  the  president  of  this  bank,  and  they 
would  be  looking  at  where  their  next  career  step  is.  So,  trying  to 
step  over  that  mentality,  and  a  lot  of  your  excellent  and  outstand- 
ing performers  in  the  private  sector  lending  market,  and  particu- 
larly traditional  institutions,  have  those  kinds  of  orientations. 

We  have  to  find  somebody  who  can  uniquely  come  to  the  table 
with  a  blend  of  talents  of  having  worked  with  communities  and  dif- 
ferent constituencies  in  communities  and  identifying  and  respond^ 
ing  to  needs  and,  at  the  same  time,  understands  the  traditional  fi- 
nancial marketplaces  and  institutions,  can  talk  comfortably  with 
the  regulators,  can  talk  to  their  colleagues  in  some  of  the  other  tra- 
ditional lending  institutions,  can  talk  the  language,  and  also  can 
run  a  safe  and  viable  institution,  a  for-profit  institution  on  your 
behalf. 

It  is  a  challenge.  There  aren't  a  lot  of  people  who  bring  those 
blending  of  skills,  and  I  think  we  will  find  them  from  different  cuts 
of  the  fabric.  But  I  think  it  is  a  unique  kind  of  search,  and  those  of 
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us  who  are  out  looking  for  individuals  to  run  our  operations  are 
going  to  be  challenged  to  find  the  right  people  to  do  these  jobs. 

Mr.  Cox.  One  of  the  reasons  we  think  we  have  decided  to  try  to 
make  a  deal  with  South  Shore  Bank  is  we  wanted  the  senior  man- 
agement to  be  people  who  had  the  experience,  A,  of  running  one, 
and,  B,  of  trying  to  transfer  this  technology  to  other  places  which 
the  bank  has  tried  to  do  in  Arkansas  and  the  upper  peninsula  of 
Michigan.  So,  it  was  a  very  conscious  choice  on  our  part  to  try  to 
make  a  business  alliance  with  the  South  Shore  Bank  of  Chicago, 
with  the  senior  management,  to  get  the  bank  started  in  Cleveland. 

Second,  we  are  aware  of  a  number  of  people  in  the  commercial 
lenders  who,  shall  we  say,  have  career  aspirations  which  they  can't 
find  fulfilled  in  the  bank.  Not  to  get  precise  about  who,  but  we 
think  there  are  people  there. 

Then  we  have  to  be  careful  about  this  third  alternative  so  that 
we  don't  raid  an  institution  that  is  already  low  on  quality,  and  that 
is  the  community  development  industry  itself.  As  you  can  imagine, 
we  have  spent  a  lot — there  is  a  whole  strategy  here  in  our  minds 
about  this,  but  it  has  not  been  one  of  the  world's  great  career  paths 
for  people  to  stay  in  that  industry,  and  there  are,  I  would  say,  a 
half  a  dozen  people  who  really  would  like  to  make  some  kind  of 
change.  While  their  values  haven't  changed,  they  are  looking  for  a 
professional  change,  and  we  think  there  is  some  very  valuable 
people  who  can  be  rerouted  from  that  sector  as  well. 

Your  question  goes  to  the  issue  of  how  many  things  can  we  do.  I 
think  if  we  could  get  one  bank  done  in  our  city  in  the  next  5  to  10 
years  because  of  the  staffing  limitations,  that  would  be  successful. 

Chairman  Wyden.  In  a  lot  of  ways  it  is  going  to  be  essential  to 
find  people  with  cool  heads  and  warm  hearts.  You  must  show  that 
you  can  manage  money,  and  you  can  meet  anybody's  standard  for 
what  constitutes  commercially  efficient  operation  in  the  market- 
place, and  you  have  to  show  that  you  are  going  to  be  willing  to  go 
the  extra  mile  for  people  who  are  trying  to  scrap  and  hustle  on 
their  way  up.  I  think  what  makes  this  so  exciting  is  that  you  are 
trying  to  bring  those  two  together  in  an  unprecedented  effort. 

Well,  you  two  have  been  the  ideal  panel  to  wrap  up  on.  The  Fed- 
eral Government's  ability  to  provide  an  environment  where  you 
can  get  started  and  grow  is  going  to  be  one  of  the  litmus  tests  in 
this  whole  operation.  Clearly,  you  are  so  committed,  you  are  going 
to  make  it  on  your  own.  I  hope  that  the  Federal  Government  can 
accelerate  your  progress,  and  I  am  committed  to  seeing  that  your 
brethren  who  are  behind  you  and  doing  similar  good  plottings  and 
plannings  and  the  like  can  come  up  as  well. 

So,  unless  you  all  have  anything  further,  I  want  to  recognize  our 
friends  in  the  minority  if  they  have  anything.  We  are  going  to 
make  any  opening  statements  that  have  come  from  both  majority 
and  minority  part  of  the  record. 

We  thank  you  both,  Ms.  Woolley,  coming  3,000  miles;  Mr.  Cox  as 
well. 

Ms.  Woolley.  Thank  you  for  the  opportunity  to  come  and  talk 
with  you. 

Chairman  Wyden.  We  will  be  working  closely  with  you  in  the 
days  ahead.  The  subcommittee  is  adjourned. 
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[Whereupon,  at  12:26  p.m.,  the  subcommittee  was  adjourned,  sub- 
ject to  the  Call  of  the  Chair.] 
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CAN  THE  COMMUNITY  DEVELOPMENT  BANK  MODEL  SERVE  SMALL  FIRMS  IN 

ECONOMICALLY  DEPRESSED  URBAN  AND  RURAL  COMMUNITIES? 

June  7,  1993 


Today,  the  Subcommittee  on  Regulation,  Business  Opportunities 
and  Technology  continues  its  inquiry  regarding  the  small  business 
credit  crunch,  and  the  ability  of  one  lending  model  —  community 
development  banks  —  to  meet  the  needs  of  new  or  emerging  firms  in 
economically  depressed  rural  or  urban  communities. 

These  highly-focused  lending  institutions,  usually  credit 
unions  or  state-chartered  banks,  are  being  used  in  a  handful  of 
communities  to  assist  consumers  and  businesses  often  ignored  by 
established  banks.  The  South  Shore  Bank  of  Chicago  offers  an 
excellent  example  of  how  these  new  banks,  operating  in  close 
coordination  with  a  variety  of  for-profit  and  non-profit  community 
development  organizations,  can  generate  significant  renewal  even  in 
the  most  economically  distressed  neighborhoods. 

This  congressional  subcommittee  is  the  first  to  look 
specifically  at  how  community  development  banks  can  assist  small 
businesses.  From  inner  northeast  Portland,  to  rural  North 
Carolina,  small  businesses  are  hungry  for  job-creating  capital,  and 
community  development  banks  are  a  promising  new  source.  Recently, 
the  Wall  Street  Journal  argued,  correctly  in  my  view,  that  economic 
development  initiatives  that  work  best,  work  closest  to  their 
markets.  The  community  development  bank  model  is  as  close  to  its 
target  market  as  it  gets. 

It  is  well  known  that  many  of  our  inner-city  and  rural 
communities  areas  are  in  an  advanced  state  of  decay,  hemorrhaging 
businesses  and  jobs  which  are  the  life-blood  of  any  viable 
community.  During  the  last  presidential  election  campaign,  the 
Clinton  team  targeted  community  development  banks  as  a  principal 
feature  of  their  economic  development  plan.  Clinton  advisors 
suggested  that  as  many  as  100  such  banks  be  supported  through 
federal  funding  during  the  next  four  to  five  years,  with  federal 
capital  assistance  of  about  $250  million  per  year. 

The  Clinton  Administration  is  about  to  unveil  its  formal 
proposal.  According  to  a  congressional  briefing  earlier  this 
spring,  the  overall  initiative  will  be  somewhat  smaller  than 
suggested  during  the  campaign. 
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However,  this  will  not  necessarily  be  a  serious  impediment  to 
the  community  development  banking  effort.  New  models  are  needed. 
But  they  should  be  instituted  carefully,  and  trials  should  be  fully 
assessed,  before  large-scale  government  investments  are  made. 
Therefore,  a  community  development  bank  initiative  on  a  smaller 
scale  —  perhaps  12  to  15  banks  in  a  pilot  program  —  makes  sense. 
It  is  likely  to  be  the  level  of  support  suggested  in  the  Clinton 
plan  scheduled  to  come  out  in  a  few  weeks.  The  total  cost  will 
come  closer  to  $350  million  over  the  next  five  years. 

As  the  finishing  touches  are  put  on  the  Administration's  plan, 
the  most  important  issues,  in  my  view,  are  these: 

Community  development  banks  should  build  on,  but  not  replace 
other  federally  or  federally  mandated  lending  programs  already 
geared  to  economically  disadvantaged  borrowers. 

Conventional  banks  must  be  held  accountable  to  make  the 
Community  Reinvestment  Act  work  as  Congress  intended. 
Also,  better  efforts  are  needed  to  ensure  that  current, 
multi-billion-dollar  Small  Business  Administration  loan 
guarantee  programs  are  effective,  and  meet  the  targets 
set  out  by  Congress. 

Community  development  banks  began  as  instruments  to  provide 
consumer  banking  services  and  home  mortgage  services  to  citizens  of 
disadvantaged  communities.  More  recently,  some  of  these  banks  have 
turned  primarily  to  business  lending  activities. 

Small  business  lending,  in  my  view,  should  be  the 
overriding  mission  of  any  new  community  development  bank 
initiative.  The  Clinton  Administration  should  target  its 
new  initiative  on  commercial  lending,  first  and  foremost. 

Unless  new  jobs  are  created  and  old  ones  saved, 
communities  will  continue  to  crumble. 

Bringing  together  and  coordinating  a  variety  of  services  and 
resources  has  been  an  important  factor  in  the  growth  and  success  of 
the  few  existing  community  development  banks,  and  it  should  be  a 
primary  concern  within  the  Clinton  initiative. 

For  example,  economic  enterprise  zones  proposed  by  the 
President  would  be  most  effective  if  used  to  compliment 
new  or  existing  community  development  banks.  Establishing 
a  development  bank,  perhaps,  should  be  a  requirement  for 
attaining  enterprise  zone  status,  and  the  special  tax 
advantages  that  local  businesses  would  enjoy  under  that 
status. 
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Given  the  limited  federal  resources  for  urban  renewal 
efforts,  best  results  likely  will  be  achieved  in 
communities  where  a  critical  mass  of  support  has  been 
focused. 

—  Government  must  carefully  regulate  these  new  banks  with  an  eye 
toward  maintaining  their  flexibility.  The  strength  of  existing 
community  development  banks  has  been  their  diversity  and 
creativity.  It  will  be  necessary  to  balance  regulatory 
requirements  on  these  banks  against  their  need  to  act  swiftly  and 
efficiently  to  serve  their  clients. 

Also,  federal  fees  and  paperwork  demands  must  be  cut. 
For  example,  lowering  federal  deposit  insurance  premiums 
should  be  considered,  and  perhaps  automatic  membership  in 
the  Federal  Home  Loan  Bank  System  should  be  granted. 

Several  congressional  committees  will  have  jurisdiction  on  the 
banking  regulation  side  of  the  community  development  bank 
initiative.  Our  hearing,  today,  however  will  focus  on  how  this 
program  actually  serves  its  small  business  customers. 

Our  witnesses  include  lending  officers  at  two  existing 
community  development  banks,  one  in  Arkansas  and  another  in  North 
Carolina.  One  bank  is  organized  as  a  state  chartered  bank,  the 
other  is  a  credit  union.  Both  serve  local  businesses  with  special 
needs.  Also,  we  will  hear  from  customers  of  these  banks,  and  from 
consultants  and  analysts  who  have  helped  plan,  found  and  develop 
these  institutions. 

Finally,  the  subcommittee  will  hear  testimony  from 
representatives  of  community-based  organizations  in  two  cities 
hoping  to  found  banks  on  the  community  development  model.  I'm  very 
pleased  that  one  of  those  witnesses  represents  a  very  robust  bank 
planning  team  in  my  hometown  of  Portland,  Oregon.  This  project 
already  has  a  working  capital  commitment  of  more  than  $2  million, 
and  we  are  all  hopeful  that  the  Portland  plan  receives  additional 
support  from  any  new  federal  initiatives. 
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HEARING  ON:   CAN  THE  COMMUNITY  DEVELOPMENT  BANK  MODEL  SERVE  SMALL 
FIRMS  IN  ECONOMICALLY  DEPRESSED  XJRBAN  AND  RURAL  COMMUNITIES? 

JUNE  7,  1993 

I  appreciate  the  Chairman  calling  today's  hearing  and  his 
interest  in  trying  to  find  the  most  effect  method  to  reinvigorate 
financially  challenged  areas.   Today's  witnesses  have  a  broad 
knowledge  of  one  creative  financing  tool  known  as  community 
development  banking.   While  I  am  no  expert  on  the  community 
development  bank  model,  I  certainly  agree  with  the  goals  of  its 
formation  to  provide  financial  assistance  to  individuals  and 
communities  that  may  be  under-served  by  current  financial 
outlets. 

I  do  know  that  we  currently  have  a  myriad  of  government  laws  and 
programs  on  the  books  to  assist  economically  deprived 
communities.   They  include  programs  sponsored  by  the  Farmers  Home 
Administration,  the  Small  Business  Administration,  Department  of 
Health  and  Human  Services,  Department  of  Housing  and  Urban 
Development  and  the  Commerce  Department,  to  name  just  a  few.   We 
also  have  legislation  pending  before  Congress  to  increase  the 
number  of  enterprise  zones.   I  note  this,  Mr.  Chairman,  because  I 
believe  while  there  are  significant  economic  and  social  problems 
that  must  be  addressed;  many  of  these  worthy  programs  seemed  to 
be  bogged  down  from  delivering  the  services  that  are  truly 
needed. 

I  hope  that  some  of  today's  witnesses  will  tell  us  how  we  might 
better  target  current  government  resources  to  more  efficiently 
deliver  economic  development  programs  for  these  communities.   I 
am  also  interested  in  hearing  why  the  financial  sector  has  not 
fulfilled  this  role.   Could  it  stem  from  over-regulation  that 
makes  these  investments  unworkable  for  the  financial 
institutions? 

Mr.  Chairman,  as  the  Congress  continues  to  search  for  creative 
methods  to  assist  communities,  I  look  forward  to  working  with  you 
to  better  organize  the  many  wonderful  programs  that  already 
exist.   Finally  and  most  importantly,  I  hope  this  subcommittee 
can  provide  ideas  to  help  stimulate  private  sector  investment 
into  these  areas.   I  believe  that  if  we  can  complete  these  two 
tasks,  we  will  see  significant  improvements  down  on  Main  Street. 
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RESPONSE  TU  CONGRESSIONAL  INQUIRY 
DONALD  L.  BEAL,  SR. 

Ab  a  buslnesB  owner  acquiring  a  business,  the  fear  of  not 
surviving  was  very  real  in  the  first  two  (2)  years  of  business. 
Purchasing  an  existing  business  helped  in  considering  the  volume  of 
business  that  could  be  generated,  however,  fear  was  very  real  if  sales 
dropped. 

If  the  business  could  operate  at  the  low  end  of  projections. 
Could  it  meet  it's  financing  requirement?  and.  For  what  maturity? 

South  Shore  Bank  helped  in  analyzing  the  business  and  creating  a 
financing  package  that  enabled  our  company,  not  only  acquire  the 
business,  but  included  a  foundation  upon  which  to  build  financially. 

A.  The  term  loan  had  the  proper  maturity,  eight  (8)  years, 
carrying  a  90'/.  S.  B.  A.  guarantee. 

B.  Payment  terms:   interest  for  only  one  (1)  year,  before  the 
principle  debt  repayment. 

C.  Equity  financing,  from  a  Minority  Enterprises  Small  Business 
Investment  Corp.   (The  Neighborhood  Fund)  owned  by  South 
Shore  Bank,  assisted  with  money  to  leverage  the  bank 
financing. 

D.  Equity  financing  terms  with  no  principle  payment  for  lour  (4) 
years  from  the  Hesbic. 
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Page  Two 

The  proper  financing  package  can  allow  a  Email  buBinesE  owner  to 
focus  on  operating  his  company  i.e.  meeting  the  challenges  of  day  to 
day  problems  and  development  of  human  resources  within  the  company 
for  stabilization  and  growth.   liiven  the  immediate  responsibility  to 
begin  repayment  of  debt  can  hamper  the  Small  Business  owner's  focus  on 
development  of  operations  to  be  a  profitable  company  in  the  long  term, 
which  will  enable  the  business  to  generate  bottom  line  profits  for 
debt  repayment  and  growth. 

Human  Resource  commitment  to  develop  staff  to  work  with  the 
business  owner  is  a  must  for  a  higher  percentage  of  businesses  to  be 
successful.  The  Community  Bank  must  have  the  personnel  willing  to 
understand  the  business  they  have  loaned  money  to  with  the  time  and 
energy  to  meet  and  assist  in  the  business  challenges  that  come  up  from 
time  to  time. 

The  normal  bank  lender  relationship  with  the  borrower  is  one  of 
reviewing  finances  quarterly  and  discussing  past  performance  to 
established  budgets,  and  future  commitments  to  meet  budgets.   Time 
commitment  of  the  Community  Development  Lending  Personnel  must 
Include  involvement.   Assisting  in  pointing  out  new  business 
opportunities  and  understanding  operations  to  assist  in  insuring  the 
proper  personnel  is  performing  to  it's  ability  to  meet  budget. 

Challenging  the  ownership  to  meet  it's  potential  established 
goals. 

A.  Creation  of  Budgets. 

B.  Understanding  break  even  points. 
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C.  AsEiBting  in  Insurance  Review,  Market  KentB,  Proper  wage, 

and  salary  review. 

D.  Advertising  Prograins. 

E.  Control  of  line  item  expenses. 

F.  Assisting  in  Focussing  on  new  markets. 

The  Community  Development  Bank  must  have  the  commitment  and 
manpower  to  assist  it's  client.   Banker  /  Client  relationships  are  a 
lot  closer  than  in  the  conventional  arena.   Formula  lending  can  not  be 
the  basis  for  lending  or  a  Portfolio  of  new  business  can  not  be 
developed.   New  emerging  companies  need  not  only  money  for  fixed 
assets.  Accounts  Heceivable,  and  Inventory,  but  also  Working  Capital 
viewed  on  a  long  term  basis. 

Community  Development  Bank  lenders  have  to  understand  all  of  the 
above,  but  most  of  all,  the  people  they  are  lending  money  to.   Equity 
of  almost  every  loan  is  in  the  people.   Development  of  a  relationship 
and  solid  understanding  with  the  client  is  the  most  important 
ingredient. 

Long  term  commitments  by  the  Community  Development  Bank  is  a 
must  to  give  sufficient  time  for  all  relationships  to  mature. 
Establishing  a  Program  to  Develop  Community  Development  Banks  must  be 
a  long  term  commitment  for  the  bank.   It  will  take  time  to  establish 
profitable  relationships  and  loBses  will  occur.   The  Banking 
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Regulatory  Agenciee  muBt  be  part  of  the  eyetem  to  understand  the 
committnent  for  long  term  growth  of  the  C.  D.  B.  'e  and  it'E  clientele. 

Other  Agencies  within  the  Framework  that  will  be  needed  to  asBist 
Community  Development  Banks,  should  consider  special  programs  to 
enhance  the  success  of  any  C.  D.  B. 

A.  S.  B.  A.  's  guarantee  program  to  expanded  to  larger  dollars 
SI,  2b0, 000. 00  to  SI, 500, 000. 00.   The  cost  of  developing  new 
businesses  within  the  C.  D.  B.   area  will  take  more  dollars 
than  in  the  past  because  of  the  continued  rising  cost. 

B.  Maximum  sizes  in  all  categories  should  be  doubled  by  the 

S.  B.  A.   A  review  of  the  industries  will  show  many  companies 
to  be  competitive  requires  this  type  of  increase  to  obtain 
assistance  from  the  S.  B.  A.   Consolidations  in  many 

industries  have  taken  place  increasing  the  needs  of  the 
corporations.  ' 

C.  Enhanced  vehicles  for  equity  ownership  in  Real  Estate  will 
assiBt  in  stabilization  in  the  long  run. 

As  a  small  business  owner  who  has  developed  over  a  thirteen 
(13)  year   period,  1  find  that  it  continues  to  be  a  battle  to  build 
equity  as  the  industry  in  which  I  am  in  consolidates.   Well 
established  publicly  owned  competitors  are  moving  into  the  Chicago 
market.   As  a  result  hurting  our  ability  to  grow  internally. 
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Though  I  started  with  a  very  small  capital  base,  and  debt 
financing  was  the  only  to  establish  the  business,  continuation 
of  business  has  been  very  much  a  success  for  me  and  for  the  community. 

A.  Employees  growth  from  twenty-five  (2b)  to  two  hundred  eighty- 
five  (285). 

B.  Payroll  growth  has  gone  from  6400,000.00  to  $3,200,000.00. 

C.  Business  growth   has  progressed  from  one  (1)  Retail  Home 
Improvement  Center  to  four  (4)  Home  Centers. 

D.  Service  to  our  customers  within  our  geographical  area  with  an 
economic  base  of  low  to  moderate  income,  we  are  averaging 
monthly  customer  visits  of  75,000. 

E.  Sales  growth  has  gone  from  S2  million  to  approximately  $26 
million. 

Without  South  Shore  Bank's  Hesbic  to  assist  and  guide,  I  am 
certain  our  company's  growth  and  development  would  not  be  the  same 
today.   Community  Development   Banks  are  needed,  however  it  must  be 
viewed  in  long  term  commitments,  with  the  ability  to  have  Sister 
Company's  attached  to  enhance  the  development  of  Businesses  and 
Neighborhoods  such  as:   A)   Minority  enterprises  and  Small  business 
Investment  Companies,  and  B)   Real  Estate  Development  Companies,  are 
just  two  of  the  needed  sister  companies.   Other  areas  of  need  are: 
manpower  and  training  development. 
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In  concluBion,  the  Con,munity  Development  Bank  needB  not  only 
co-rmitment  of  n,oney,  but  the  understanding  that  money  alone  is  not 
the  quick  fix  answer.   Long  tern,  development  will  have  to  be 
understood.   Return  on  Assets  -ill  not  meet  industry  standards  and 

Human  Resource  commitment  is  a  big  ingredient  with  patience  to 
allow  development  and  sinergy  to  take  place,  for  both  the  C.  D.  B. 
staff  and  their  clients. 

Commitment  to  a  philosophy  to  make  a  geographic  impact  in  both 
appearance  and  long  term  structure  change. 
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Pine  Bluff,  Arkansas 

Submitted  to  the  U.S.  House  of  Representatives  Committee  on  Small  Business 

Representative  Ron  Wyden,  Chairman 

June  7 1993 


My  name  is  Dorothy  J.  Anderson.  I  am  the  owner  of  Dorothie's  Custom  Fashions 
and  Designs.  I  would  like  to  thank  Congressman  Ron  Wyden  and  the  committee  for  this 
invitation. 

My  business  is  homebased  and  located  at  1117  West  5th  Avenue  in  Pine  Bluff, 
Arkansas.  It  consists  of  creating  fashions  and  styles  for  my  customers,  who  are  men, 
women,  and  children.  One  of  my  main  objectives  is  to  satisfy  my  customers.  The  major 
services  my  business  offers  are  alterations,  tailoring,  custom  designs,  and  all  types  of 
seamstress  work,  personal  and  domestic.  I  have  developed  a  specialty  in  African- 
American  designs. 

One  thing  that  makes  my  business  stand  out  is  that  I  have  the  ability  to  sew 
without  patterns.  Show  me  a  magazine  picture  or  a  sketch  of  what  you  want  and  I  will 
produce  it.  I  never  attended  school  to  learn  how  to  sew — my  talent  is  a  gift  from  God. 
As  a  matter  of  fact,  my  name  means  a  "gift  of  God.  I  began  to  sew  as  an  adolescent.  At 
this  age,  I  had  a  weekend  job  working  for  a  teacher  at  her  home  where  I  did  domestic 
work.  I  made  $4.00  one  Saturday.  With  that  $4.00,  I  went  shopping  for  fabric,  notions, 
and  a  pattem.  Fabric  then  was  only  3  yards  for  a  dollar.  When  I  told  my  mother  I  was 
going  to  make  a  dress,  she  didn't  believe  I  could  do  it,  so  I  had  to  prove  to  her  that  I 
could.  She  said  I  was  too  young,  and  thought  I  would  hurt  myself  on  the  sewing 
machine,  which  was  a  paddle  machine.  A  paddle  machine  was  manual,  not  electric.  I 
had  to  work  my  feet  from  heel  to  toe  in  order  to  make  the  machine  go.  My  mother  made 
it  clear  that  I  could  not  use  the  machine,  because  she  feared  for  my  safety,  and  she  told 
me  I  didn't  know  how  to  sew.  So  I  sat  down  on  the  front  porch  and  read  the  guide  sheet 
to  the  pattem.  I  laid  out  the  pattem,  pinned  and  cut  it  out.  I  began  to  sew  by  hand.  The 
first  dress  turned  out  so  good,  my  mother  was  surprised,  shocked,  and  very  happy  for  me. 
The  mission  was  accomplished  and  my  mother  let  me  sew  on  the  paddle  machine.  I 
began  to  complain  to  her  that  this  machine  was  too  slow,  so  she  bought  an  electric  Singer 
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sewing  machine.  I  have  been  sewing  for  26  years  and  never  bought  a  dress  in  my  life 
time.  I  have  been  sewing  constantly  until  now. 

I  obtained  an  Occupational  License  for  my  business  on  September  6th,  1987.    At 
that  time,  I  began  to  sew  part-time  for  the  public.  Also  at  that  time,  I  was  employed  as  a 
Pine  Bluff  Police  Officer  and  doing  shift  work  so  my  sewing  time  was  limited.  On 
February  3rd,  1987, 1  was  involved  in  an  on-the-job  vehicle  accident.  I  suffered  a  health 
setback  and  a  financial  setback.  On  December  15th,  1990, 1  was  retired  on  permanent 
partial  disability.  At  this  time  I  began  to  sew  full  time.  But  my  business  needed 
financing  in  order  to  operate  successfully. 

The  challenges  were  many.  The  business  was  in  need  of  special  equipment  such 
as  a  serger  (a  special  kind  of  sewing  machine),  an  industrial  sewing  machine,  a  blind 
stitch  machine,  and  an  embroidery  machine.  Also,  I  needed  certain  inventory  and 
supplies  such  as  fabrics,  threads,  zippers,  and  other  notions  needed  to  make  garments. 
Even  today  the  business  is  still  in  need  of  these  items  in  order  to  expand  or  grow  more 
successfully. 

I  was  challenged  by  the  current  banking  system  because  they  have  very  stiff  or 
strict  lending  procedures.  Several  years  ago  inquired  about  small  business  loans  or 
grants.  The  main-line  banks  that  I  contacted  advised  me  that  my  credit  history  had  to  be 
A-1  or  superb,  before  a  loan  would  be  granted.  Some  main-line  banks  advised  me  that  if 
my  credit  history  was  okay,  then  I  would  need  a  co-signer.  The  co-signer  and  I  must 
have  some  type  of  property  valued  at  the  amount  of  the  loan  requested,  or  the  request 
would  be  denied.  Finally,  I  inquired  to  the  SBA  for  a  $25,000  small  business  loan.  I  was 
told  I  could  only  qualify  for  a  loan  if  I  had  $5,000  in  ready  cash.  I  responded,  "If  I  had 
$5,000  ready  cash,  then  I  wouldn't  need  to  request  a  loan.  I  would  be  ready  to  start  what  I 
wanted!" 

I  needed  the  finances  to  convert  the  side  porch  that  I  am  using  now,  and  possibly 
to  purchase  machines  and  supplies.  So,  what  I  did  was  to  purchase  the  material  to 
convert  the  room  a  little  at  a  time,  until  I  had  most  of  what  I  needed.  I  went  to  City  Hall 
and  requested  a  permit  to  build.  A  carpenter,  also  a  friend  ,  helped  me  along  with  my  13 
and  14  year  old  daughters.  I  put  up  the  wall  paper,  curtains,  and  shelves.  I  also  painted 
and  built  tables.  I  have  taken  the  slogan  that  is  on  the  money  we  spend  each  day,  and 
applied  it  to  myself,  "In  God  We  Trust."  In  God  I  trust  to  continue  to  help  me  with  ideas 
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in  how  to  develop  my  business.  With  God's  help  and  your  help  there's  nothing  I  can't 
accomplish. 

In  October,  1992, 1  became  a  member  of  Good  Faith  Fund  in  Pine  Bluff, 
Arkansas.  After  business  orientations  and  training,  I  was  certified  on  December  7th, 
1992.  After  certification,  I  was  given  the  opportunity  to  apply  and  obtain  a  $1,200  loan 
from  the  organization.  With  this  loan  I  purchased  a  piece  of  equipment — an 
embellishment  machine.  This  machine  allows  me  to  enhance  my  garments,  which  would 
raise  the  value,  causing  an  increase  in  cash  flow  to  the  business.  I  also  purchased  the 
proper  supplies  to  use  with  the  machine — cords,  coils,  ribbons,  trims,  sequins,  and 
threads.  These  items  have  proven  to  be  very  valuable  to  the  business. 

The  success  of  Good  Faith  Fund  has  been  great.  When  I  decided  to  apply  for  a 
loan,  I  had  no  problems.  My  past  or  present  credit  references  did  not  matter.  The  Good 
Faith  Fund  lived  up  to  its  name,  and  granted  me  a  $1,200.00  loan  with  faith  that  I  would 
pay  it  back.  A  $1,200.00  loan  may  not  be  a  lot  of  money  to  some  but  as  I  stated  before  it 
helped  me  purchase  equipment  and  supplies  that  are  valuable  to  my  business.  In  order  to 
receive  the  loan  I  was  required  to  finish  certification,  which  was  only  six  (6)  weeks  of 
educational  classes  and  was  a  lot  of  fun.  I  had  to  work  up  a  business  and  a  household 
cash  flow  projection,  then  meet  with  my  group.  One  of  the  best  things  about  Good  Faith 
Fund  is  that  the  loan  committee  is  your  group.  The  group  decides  for  the  group's  and 
your  best  interest  if  a  loan  should  be  granted.  The  loan  starts  off  small,  but  there  is 
opportunity  to  work  your  way  up  to  a  larger  loan.  Isn't  that  great! 

At  present,  my  business  is  growing  rapidly  and  there  is  a  great  need  for 
expansion.  My  business  space  is  now  15  feet  by  15  feet,  a  converted  side  porch.  At  the 
present  rate  of  business  growth,  I  think  die  walls  will  soon  come  apart  at  the  seams!  To 
aid  in  the  growth  of  my  business,  several  things  are  needed:  a  larger  place,  employees, 
equipment,  supplies,  and  most  of  all  finances.  My  ultimate  goal  is  to  have  a  factory  in 
which  I  will  supply  retailers  and  wholesalers. 

I've  had  positive  dealings  with  Good  Faith  Fund.  After  becoming  a  member  and 
attending  the  meetings,  I  realized  that  I  was  not  operating  as  a  business  but  as  a  hobbyist. 
Through  the  business  orientation  and  training,  I  learned  how  to  operate  a  business.  Good 
Faith  Fund  has  proven  to  be  of  value  to  me  in  the  training  that  it  offers  such  as  the  group 
meetings  and  the  seminars  that  have  been  made  available  to  me.  The  orientation  was  not 
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boring,  but  fun.  It  was  also  a  time  in  which  relationships  were  developed.  Susan 
Maupin,  my  Loan  Representative  has  been  very  helpful.  She  is  always  ready  to  lend  a 
helping  hand.  She  renders  first  hand  assistance  to  my  group  and  is  happy  to  do  so.  She 
has  never,  ever  turned  me  down  when  I  requested  her  services.  My  group  which  is  called 
"GFF  Innovators"  consists  of  six  (6)  individuals.  They  are: 

•  Denise  Lemon,  who  has  a  homebased  business  where  she  sells  ladies  clothing, 

•  Rosemary  Cal  is  also  homebased  and  sells  clothing  for  women, 

•  Marvin  Suggs  is  in  the  process  of  starting  up  a  laundry  mat. 

And  myself,  of  course,  you  already  know  my  business  is  custom  tailoring  and  designing 
fashions.  My  group  also  consist  of  two  (2)  independent  members;  Tonia  Rochell,  and 
Joyce  Stewart.  Tonia's  desire  is  to  start  up  a  daycare,  and  Joyce's  business  is  janitorial 
services.  An  independent  member  means  that  an  individual  lives  outside  the  zoning  of 
Good  Faith  Fund.  These  two  ladies  live  in  Little  Rock,  Arkansas,  which  is  approximately 
40  minutes  from  Pine  Bluff.  Little  Rock  is  considered  an  urban  area,  where  the  Good 
Faith  Fund  has  not  yet  been  established.  Good  Faith  Fund  has  not  been  established  in  all 
areas — this  is  one  reason  why  we  need  your  assistance. 

Good  Faith  Fund's  training  program  addresses  the  seriousness  of  organization, 
management,  financial  management,  marketing,  and  other  areas  that  are  essential  to 
owning  and  /or  operating  a  business.  Two  other  groups  The  Winners  Circle,  and  the 
Winners  Club  meet  with  my  group,  the  Good  Faith  Fund  Innovators,  on  the  first  and  third 
Mondays  of  the  month,  unless  a  special  group  meeting  is  scheduled.  Other  groups  meet 
on  Tuesday  and  Thursday  nights.  Good  Faith  Fund  also  has  All  Group  Meetings,  where 
all  the  members  meet,  which  will  be  the  only  meeting  for  that  week.  The  Good  Faith 
Fund  also  has  special  events  scheduled,  which  are  also  an  opponunity  for  all  groups  to 
meet.  During  the  group  meetings,  Good  Faith  Fund  invites  professionals  and  business 
specialists  to  come  in  and  share  their  experiences,  as  well  as  valuable  information.  These 
professionals  bring  in  information  dealing  with  the  following: 

*  Networking  Exchange 

*  Legal  issues  for  small  businesses 

*  Getting  Your  Books  In  Order 

*  Finding  Out  About  Local  Banks'  Resources 

*  Clearing  Up  Your  Insurance  Questions 

i  *  Licenses,  Permits  and  Zoning  for  the  small  business 

*  The  Income  Statement 

*  Best  Budgeting  Tips 

Page  4/Dorothy  Anderson  Testimony 


63 


*  Budget,  Credit,  and  Debt  Management 

*  Your  Accountant  &  You:  Understanding  Financial  Statements 

*  Health  Tips  &  Stress  Reduction  for  the  Self-Employed 

*  Marketing  Consultation  to  Increase  Your  Sales 

*  Using  the  Local  Press  to  Advertise 

*  How  to  Detect  Hot  Checks 

*  Setting  Up  Your  Business  Phone 

*  Advice  For  the  Entrepreneur 

*  A  Special  Event  for  Women: 

A  Woman's  Guide  To  Financial  Independence  and  Self-Sufficiency 

*  Marketing  Without  Advertising 

*  Motivation:  A  Key  Ingredient  for  Small  Business  Success 

*  Tax  Information  for  the  Self-Employed 

*  Introduction  to  the  Minority  Business  Association 

All  these  topics  will  be  presented  to  us  throughout  the  year  of  "93  by 
professionals  in  these  particular  areas.  I  have  placed  emphasis  by  one  of  the  topics:  A 
special  event  for  women.  I  think  this  is  a  very  good  topic,  and  I  believe  it  will  help  many 
women.  When  I  started  my  business  I  was  a  single  woman  and  single  parent,  with  two 
(2)  daughters,  but  I  did  not  let  that  hinder  me. 

Good  Faith  Fund  definitely  works.  Good  Faith  Fund  is  successful  because  its 
program  prepares  and  equips  members  to  become  business  men  and  women.  It  has  had 
success  in  my  community  by  assisting  members  in  many  ways,  including  locating  and 
occupying  business  space. 

The  community  development  bank  programs  should  receive  full  support  from  the 
federal  government.  The  first  problem  is  that  the  established  banking  system  has 
addressed  the  problem  of  lack  of  financing,  but  only  to  a  specific  group  of  people — those 
people  that  are  already  financially  stable  or  those  that  have  a  sizable  amount  of  cash  on 
hand.  The  established  banking  system  has  failed  in  helping  solve  these  community 
development  problems  by  not  extending  their  assistance  to  the  less  fortunate.  These 
individuals  have  brilliant  ideas  and  could  be  successful  if  given  the  chance  to  develop  a 
business.  The  Good  Faith  Fund  has  filled  the  gap  and  is  extending  credit  to  such  a  group 
of  individuals.  Many  small  businesses  have  been  developed  and  helped  through  Good 
Faith  Fund. 
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The  problem  in  banking  system  is  that  the  amount  of  assistant  received  with 
respect  to  the  loan  that  are  made  is  not  sufficient.  I've  had  friends  to  complain  about 
having  to  attend  long  meetings  or  consultations  just  to  have  a  loan  proposal  denied.  It  is 
not  worth  the  long  wait. 

I  think  it  is  a  good  idea  to  establish  a  "parallel"  banking  system  along  the 
lines  of  Good  Faith  Fund.  A  remedy  to  the  long  meetings  are  to  have  the  proper 
information  sent  to  the  applicant  before  a  loan  meeting  with  a  mainline  bank.  Insist  that 
the  information  be  completed  and  returned  before  the  meeting.  This  allows  the  loan 
committee  to  be  specific  and  to  disclose  the  reasons  why  the  loan  was  approved  or 
denied.  The  applicants  response  should  be  thorough,  leaving  no  stones  unturned.  I  feel 
these  problems  could  be  solved  along  with  establishment  of  "parallel"  banking  system. 
This  way  people  will  be  helped,  happy  and  satisfied  on  both  sides. 

Another  basic  problem  of  redevelopment  in  my  community  is  the  abundance  of 
vacant  buildings.  I  live  within  ten  blocks  of  the  downtown  area  in  commercial  zoning. 
There  is  a  vacant  building  on  just  about  every  comer.  These  buildings  were  once 
businesses.  The  Good  Faith  Fund  is  located  in  downtown  Pine  Bluff  in  a  newly 
renovated  building.  This  new  building  really  enhances  Main  Street  now. 

The  federal  efforts  should  extend  as  far  as  obtaining  vacant  buildings  in  the 
community  for  customers  of  community  development  banks.  The  customers  should  pay 
a  monthly  rate  for  occupying  the  building.  Perhaps  the  program  could  allow  the  customer 
to  apply  the  monthly  rate  toward  the  purchase  of  the  building.  There  are  many  buildings 
in  my  community,  and  I'm  sure  in  other  communities  which  could  be  used  in  this  manner. 
Some  buildings  are  in  excellent  or  fair  condition  and  only  need  minor  repairs.  The 
benefits  are  threefold: 

(1)  Vacant  buildings  will  be  occupied,  which  will  solve  the  problem  of  a 

community  that  is  run  down, 

(2)  Enhance  the  community  with  attractive  new  businesses,  and 

(3)  Another  self-employed  person  is  happy. 

Thank  you  again  for  this  opportunity.  I  hope  I  have  said  something  that  will  be  of 
assistance  to  you. 
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Testimony  of  Julia  Vindasius,  Executive  Director 

Good  Faith  Fund 
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Submitted  to  the  U.S.  House  of  Representatives  Committee  on  Small  Business 
June  7, 1993 

Thank  you.  Representative  Wyden,  and  members  of  the  House  Small  Business 
Committee  for  the  invitation  to  speak  before  you  today.    My  name  is  Julia  Vindasius 
and  I  am  the  Executive  Director  of  Good  Faith  Fund,  a  micro-enterprise  loan  fund 
that  operates  in  the  Mississippi  Delta  counties  of  southeastern  Arkansas.  Good  Faith 
Fund  is  a  non-profit,  non-bank  program  of  Southern  Development  Bancorporation,  a 
community  development  bank  holding  company. 

Your  invitation  requested  background  and  an  assessment  of  the  fundairiental 
problems  of  community  development  in  urban  and  rural  areas,  a  description  of 
community  development  banking  models,  ideas  for  federal  efforts  to  broaden  and 
deepen  successes  in  community  development  banking,  and  some  stories  to  illustrate 
the  potential  for  this  type  of  intervention.    While  I  am  drawing  upon  the  lessons  and 
strategies  employed  by  my  colleagues  at  the  South  Shore  Bank  (Shorebank 
Corporation)  in  Chicago,  community  development  loan  funds,  micro-enterprise 
programs,  and  international  development  projects  upon  which  my  much  of  my  work 
at  Good  Faith  Fund  is  based,  I  can  speak  most  knowledgeably  about  our  experience  in 
rural  Arkansas  with  what  is  a  "sister  institution"  to  Shorebank^Southem 
Development  Bancorporation — and  my  own  program.  Good  Faith  Fund.    I  am  proud 
to  introduce  one  of  Good  Faith  Fund's  customers,  Dorothy  Anderson,  who  is  here 
with  me  today  to  tell  her  own  story. 

I.  The  Concept  of  Commimif  v  Renevpal 

Unfortunately,  we  are  all  aware  of  the  problems  that  plague  urban  and  rural 
communities.  In  deteriorating  communities,  the  failure  of  the  local  economy  and  its 
markets  cause  capital  to  flow  out  of  the  area;  people  stop  upgrading  and  investing  in 
their  propeny;  property  values  fall;  store  owners  quit  investing  in  their  businesses, 
close  or  move  away;  residents  lose  hope  and  stop  investing  in  their  education  and 
work  skills  and  fall  into  unemployment. 

In  small  towns  in  our  area,  the  pattern  of  disinvestment  is  compounded  by  the  fact 
that  residents  rely  largely  upon  branch  plant  operations  that  eventually  find  cheaper 
labor  overseas.  Residents  have  few  role  models  for  small  business  ownership  and 
weak  links  to  business  and  financial  markets.  Revitalizing  such  communities  requires 
a  recognition  that  disinvestment  is  itself  a  market  phenomenon  and,  consequently, 
will  only  be  reversed  by  fundamentally  reinvigorating  local  markets.  Permanent,  self- 
sustaining  community  renewal  results  from  creating  an  environment  where  investors 
inside  and  outside  of  the  community  are  confident  that  their  investments  will  be 
rewarded  as  healthy  community  dynamics  are  restored. 

Why  have  so  many  private  investors  found  the  rewards  for  community  development 
insufficient?  Conventional  investors,  including  commercial  banks,  have  shunned 
investing  in  such  communities  mainly  because  they  are  often  driven  to  earn  short- 
term  profits — and  community  development  is  far  from  a  quick  money-making 
venture.  Also,  given  the  enormous  amount  of  recent  consolidation  within  the  banking 
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industry,  there  simply  are  more  megabanks  with  international  concerns  and  fewer 
community  banks  who  prioritize  local  needs.  Community  development  banking 
requires  smaller  loans,  a  local  presence,  more  sophisticated  lenders,  and  partnerships 
with  like-minded  developers  and  community  organizations;  in  other  words,  it  entails 
things  which  some  bankers  view  as  a  drain  on  profits.  Thus,  they  have  no  incentive 
to  pursue  it. 

In  Southern's  five  years  of  operations  in  Arkansas  and  the  20  years  that  Shorebank  in 
Chicago  has  been  at  work  in  the  neighborhood  of  South  Shore  and  more  recently,  a 
west-side  neighborhood,  we've  made  some  critical  observations: 

•  Many  people  in  distressed  communities  want  to  improve  their  life  condition. 
Though  they  may  lack  conventional  credit  histories  and  experiences,  many 
residents  are  fundamentally  credit-worthy.  These  residents  will  invest  money 
and  time  to  improve  their  community  when  they  gain  confidence  about  its  future 
prospects. 

•  Local  development  capacity- — whether  in  micro-entrepreneurs  like  Mrs.  Anderson 
here,  homeowners,  or  community  development  corporations — needs  to  be 
supported  in  a  disciplined,  business-like  fashion.  Positive  community 
development  is  a  long-term  partnership  between  residents  and  financial 
institutions  who  care  about  their  communities'  future. 

•  Market  forces  can  be  restored  in  under-invested  communities  if  the  level  of 
institutional  capacity  and  resources  are  sufficient  for  the  task  at  hand  and  if 

the  redevelopment  activity  is  geographically  or  sectorally  targeted. 

•  Targeting  a  geographic  area  or  business  sector  allows  an  institution  to 
develop  the  necessary  specialized  expertise,  gain  an  intimate  knowledge  of 
the  marketplace,  and  manage  scarce  resources  that  will  achieve  the  critical 
mass  of  activity  necessary  to  restore  investors'  confidence. 

•  Credit  is  an  essential  building  block  of  development,  but  it  is  not  sufficient  to 
restore  and  rebuild  communities.  What  works  are  comprehensive  efforts  that 
address  the  social  and  human  development  needs  of  communities,  not  just  their 
financial  requirements.  Community  development  banks  offer  an  array  of  bank 
and  non-bank  credit  products,  real  estate  development,  venture  capital,  technical 
assistance,  training,  human  resource  development,  and  local  talent  that  can  tailor 
strategies  that  fit  the  particular  character  of  a  community. 

In  summary,  a  community  development  bank  seeks  to  restore  healthy  market  forces 
by  attracting  and  concentrating  the  resources  necessary  to  build  a  critical  mass  of 
permanent  development  activities  sufficient  to  shift  negative  perceptions  of  investors 
to  positive  outlooks. 

n.  Models  for  Community  Banking 

It  is  important  to  note  that  community  development  banking  encompasses  a  wide 
range  of  practice,  experience,  and  activities.  Community  Development  "Banks"  are 
more  appropriately  labeled  Community  Development  Financial  Institutions  that  have 
developed  over  the  last  twenty  years  out  of  the  determination  and  entrepreneurial 
spirit  of  thousands  of  community-spirited  bankers,  community  activists,  social 
investors,  non-profit  and  for-profit  developers,  and  small  business  persons  who 
recognized  that  lack  of  access  to  credit  is  a  principle  barrier  to  social  and  economic 
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development.  Community  Development  Financial  Institutions  can  be  thought  of  on  a 
continuum  that  serve  a  variety  of  credit  and  development  needs.  In  addition  to  some 
Community  Development  Corporations  and  hybrid  organizations  that  offer  critically 
needed  financing  programs,  the  continuum  of  CDFI's  includes  the  following: 

•  Micro-loan  funds,  such  as  Good  Faith  Fund,  are  designed  to  assist  entrepreneurial 
individuals  who  want  to  start  or  expand  small  businesses.  Microenterprises  are 
usually  self-employment  ventures,  but  may  have  up  to  five  employees.  Loans  to 
micro-entrepreneurs  are  typically  between  $250  and  $10,000  to  start-up,  operate,  or 
expand  their  business.  Most  often,  the  micro-loan  fund  is  a  part  of  a  micro- 
enterprise  development  program  that  integrates  both  economic  and  human 
development  strategies.  Their  purpose  is  often  to  fight  poverty,  increase  incomes, 
raise  self-esteem,  stabilize  families,  develop  personal  and  business  management 
skills,  create  jobs  and  role  models,  as  well  as  to  spark  a  process  of  community 
renewal  among  residents  that  are  often  disenfranchised  from  conventional  systems 
and  institutions.  Micro-loan  funds  are  usually  capitalized  by  grants  or  loans  from 
foundations  or  government  agencies.  There  are  over  100  micro-enterprise 
development  programs  operating  nationally  that  have  recently  formed  the 
Association  for  Enterprise  Opportunity  as  their  trade  group. 

•  Community  Development  Loan  Funds,  some  50  institutions  represented  by  their 
trade  group,  the  National  Association  of  Community  Development  Loan  Funds  in 
Philadelphia,  are  unregulated  financial  intermediaries  that  aggregate  capital  frorn 
individual  and  institutional  social  investors  at  below-market  rates  and  re-lend  this 
money  primarily  to  non-profit  housing  and  business  developers  in  urban  and  rural 
low-income  communities.  CDLFs  place  a  strong  emphasis  on  financing  for  new 
economic  opportunities  and  giving  voice  to  community  groups  in  the  development 
process.  They  have  been  leaders  in  financing  community  land  trusts,  cooperative 
housing,  and  worker-owned  businesses. 

•  Community  Development  Credit  Unions,  represented  by  their  trade  group  the 
National  Federation  of  Community  Development  Credit  Unions  in  New  York  City, 
are  regulated  financial  cooperatives  that  provide  consumer  banking  services  as  well 
as  personal  loans  for  consumer  goods,  home  rehab,  and  car  purchases.  Increasingly, 
CDCU's  are  making  development  loans  for  home  purchases  and  small  business 
start-up  and  expansion. 

•  Community  Development  Banks  and  Bank  Holding  Companies,  such  as 
Southern  Development  Bancorporation  in  Arkansas,  Shorebank  Corporation  in 
Chicago,  Community  Capital  Bank  in  New  York  City,  and  the  Self-Help  Credit 
Union  in  North  Carolina  include  a  federally  insured  and  regulated  depository 
institution  as  well  as  a  group  of  community  development  affiliates  and  subsidiaries 
for  real  estate  development,  venture  capital,  and  non-profit  training  and  technical 
assistance  agencies. 

III.  A  Community  Development  Bank  Holding  Company:  A  Comprehensive 
Approach 

My  written  testimony  shows  an  illustration  of  the  organizational  structure  of  Southern 
Development  Bancorporation  (otherwise  known  as  "Southern")  which  is  modeled 
after  Shorebank  Corporation  in  Chicago.  While  we  at  Southern  have  close  ties  with 
Shorebank  in  Chicago,  my  testimony  deals  primarily  with  Southern's  experience.  We 
have  shared  our  responses  to  your  inquiry  with  our  colleagues  at  Shorebank. 
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Community  development  bank  holding  companies  like  Southern  and  Shorebank  are 
distinguished  by  their  structure  and  their  specialized  commitment  to  the  revitalization 
of  a  targeted  community  for  the  benefit  of  its  residents.  To  be  a  community 
development  bank,  the  bank  must  be  : 

•  a  known,  trusted,  legitimate,  well-capitalized,  and  self-sustaining, 

•  possess  unusual  capacity  to  be  continuously  knowledgeable  about  the 
community's  economy, 

•  convert  ordinary  bank  deposits  into  development  loans  that  precipitate  the  release 
of  local  energy  and  inducing  residents  to  risk  their  own  savings  in  the  renewal 
process. 

However,  a  bank  alone  cannot  accomplish  redevelopment  objectives  in  distressed 
communities.    Southern,  for  example,  is  a  development  bank  holding  company  that 
consists  of  five  subsidiaries  and  affiliates  which  have  been  operating  in  rural, 
southern  Arkansas  since  1988.  Southern's  structure  was  modeled  after  Shorebank  in 
Chicago,  which  was  the  fu^t  attempt  to  use  a  banking  enterprise  as  the  core  of  a 
comprehensive  development  intervention.  Working  with  senior  managers  from 
Shorebank,  Southern  raised  initial  capital  of  $13  million  from  patient,  primarily 
institutional,  investors  who  shared  our  commitment  to  community  development,  to 
purchase  and  capitalize: 

•  the  Elk  Horn  Bank  and  Trust  in  Arkadelphia,  Arkansas 

•  Opportunity  Lands,  Inc.,  a  for-profit  real  estate  development  company 

•  Southern  Ventures,  Inc.,  a  SBIC  venture  capital  company,  and 
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•  Arkansas  Enterprise  Group,  a  501  (c)  (3)  non-profit  affiliate  which  houses  two 
development  programs,  AEG  Manufacturing  Services  and  Good  Faith  Fund. 

Southern  Development  Bancorporation  was  created  to  improve  the  economic  future 
for  low  and  moderate  income  residents  of  this  region  by  focusing  primarily  on 
business  and  job  creation.  Its  subsidiaries  and  non-profit  affiliate,  Arkansas 
Enterprise  Group,  complement  the  investment  activities  of  the  bank  by  taking  on 
higher  risk  investments  and  initiating  new  development  interventions  that  range  from 
targeted  commercial  real  estate  redevelopment  to  entrepreneurial  training. 

As  a  bank  holding  company,  we  are  distinguished  from  conventional  banks  in  several 
ways.  First,  Southern  has  a  specialized  mission  of  community  renewal  for  the  benefit 
of  local  residents.    As  a  group  of  companies.  Southern  has  provided  financing  and 
technical  assistance  to  over  150  firms  and  individuals  since  we  began.  Without  the 
specialized  leadership,  ownership,  and  governance  structure  that  complements  a 
community  development  mission,  it  would  not  have  been  possible. 

Second,  patient  capital  is  a  necessity  in  the  process.  A  special  kind  of  shareholder 
supports  these  kinds  of  activities,  one  that  recognizes  the  importance  of  long-term 
economic  returns  over  short-term  profits.  Furthermore,  a  critical  element  of  the 
community  development  bank  holding  company  is  the  non-profit  affiliate  that  can 
attract  the  subsidy  needed  to  engage  in  the  essential  social  and  human  development 
interventions. 

Third,  the  bank  holding  company  approach  also  works  because  it  has  institutional 
capacity  to  sustain  itself  through  learning  curves.  A  bank  holding  company  can  be 
flexible  and  innovative,  adapting  its  work  to  the  needs  and  circumstances  of  particular 
communities.  The  combination  of  a  bank  or  other  self-sustaining  financial  institution 
with  appropriate  affiliated  companies  can  vary  from  community  to  community. 

rV.  Good  Faith  Fund,  a  non-profit  program  of  Southern  Development  Bancorporation 

Arkansas  Enterprise  Group  is  the  non-profit  affiliate  of  Southern  which  runs  two 
major  non-profit  programs.  First,  AEG  Manufacturing  Services  (AMS)  provides 
critical  financing  and  technical  assistance  to  very  small  manufacturers  in  the  region. 
AMS  has  some  25  firms  in  its  portfolio  which  employ  over  350  people  and  that  have 
received  financing  totaling  more  than  $1.2  million.  Second,  Good  Faith  Fund,  my 
organization,  works  solely  with  individuals  who  are  self-employed  or  interested  in 
becoming  self-employed  as  an  avenue  for  self-sufficiency.  Modeled  after  the 
successful  Grameen  Bank  of  Bangladesh,  Good  Faith  Fund  has  adapted  a  peer-group 
lending  technique  to  deliver  credit,  business  training,  technical  assistance,  a  savings 
program,  and  networking  support  to  residents  in  the  southeastern  counties  of 
Arkansas.  Operating  like  a  membership  organization.  Good  Faith  Fund  currently  has 
more  than  160  active  members,  all  of  whom  have  completed  a  7-session  business 
training  requirement.  Approximately  65%  of  our  members  are  female  and  more  than 
75%  are  African-American.  Approximately  20%  receive  public  assistance.  As  of  this 
week.  Good  Faith  Fund  has  made  109  loans  totaling  over  $230,000.  Our  average  loan 
size  is  about  $1,800.  While  dehnquency  rates  range  between  10  and  15%,  in  the  last 
two  years,  GFF  has  had  no  net  losses. 

GFF's  program  includes  both  credit  and  non-credit  elements: 

(1)  To  provide  credit  to  economically  disenfranchised  individuals  and  to  firms  in 
disinvested  communities  whose  credit  needs  are  not  being  met; 
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(2)  To  provide  management,  marketing,  and  other  business  assistance  to  ensure  that 
loans  are  successful  and  that  borrowers  build  their  capacity; 

(3)  To  offer  a  forum  for  people  and  firms  to  learn  the  necessary  skills,  earn  the  credit 
histories,  and  develop  the  track  records  that  will  enable  them  to  enter  (in  some 
cases)  and  succeed  in  the  mainstream  marketplace. 

Recently,  Arkansas  Enterprise  Group  and  Good  Faith  Fund  became  a  participant  in 
the  SBA  Microloan  Demonstration  Program  in  which  we  have  borrowed  $750,000  at 
6^1^%  from  the  SBA.  Until  then,  most  of  the  loan  capital  for  our  non-bank  affiliates 
came  from  private  foundations  in  the  form  of  grants  and  very  low-interest,  long-term 
Program  Related  Investments.    AEG  is  also  a  participant  in  the  FmHA  Intermediary 
Relending  program  and  has  received  federal  money  earmarked  for  specific  business 
investments. 

An  appendix  to  this  testimony  lists  the  31  recent  self-employment  loans  that  Good 
Faith  Fund  has  made  with  the  SBA  funds  as  a  sampling  of  the  types  of  loans  GFF 
makes.  The  average  loan  size  for  these  loans  is  $2,555.  71%  (22)  of  the  borrowers 
are  female  and  67%  (22)  are  minority.  52%  (16)  of  the  loans  were  made  to  start-up 
businesses.  In  addition  to  our  peer-group  loans,  the  SBA  loan  allowed  Good  Faith 
Fund  to  begin  a  new  loan  program  which  we  call  our  "Direct  Loan"  program  which 
addresses  the  needs  of  existing  micro-business  owners  that  need  first-time  loans 
between  $5,0(X)  and  $25,000.  We  have  made  six  Direct  Loans  so  far  and  have  a 
handful  of  requests  pending.  Important  to  note  is  that  none  of  the  GFF  customers 
would  be  eligible  for  conventional  financing — none  have  the  assets,  equity,  track 
record,  bookS:eeping  systems,  credit  history,  or  even  the  deposit  relationships  that  are 
necessary  to  get  a  bank  loan.  A  copy  of  an  article  about  one  of  our  borrowers  that 
appeared  in  The  Atlanta  Constitution  is  also  included  in  the  appendix  to  this 
testimony. 

♦♦♦♦♦♦♦♦ 

With  that  as  background,  I  would  like  to  give  you  a  few  examples  of  some  Good 
Faith  Fund  customers.     These  customers  are  typical  micro-entrepreneurs  in  urban 
neighborhoods  and  rural  towns  that  might  be  interested  in  getting  a  bank  loan.  As  a 
bank  loan  officer  at  a  conventional  bank,  you  might  be  sympathetic  to  each  of  these 
inquiries,  but  would  not  be  able  to  provide  financing. 

♦  Jessie  J.,  Beautician 

Jessie  J.  is  a  woman  in  her  mid-40's,  married  with  three  children.  She  has  been  in 
the  beauty  and  hair  dressing  business  for  ten  years,  working  out  of  the  front  room 
of  her  home — often  until  1 1  p.m.  each  night.  She  would  like  to  move  her 
business  out  of  her  home  for  two  reasons: 

•  Her  home  is  in  a  poor  neighborhood,  and  this  hurts  her  ability  to  secure  new 
customers  and  increase  her  sales;  and 

•  Now  that  her  children  are  grown,  she  doesn't  feel  the  need  to  work  at  home  and 
would  like  to  stop  receiving  customers  late  into  the  night. 

Jessie  would  like  to  bortow  $1,200  to  help  her  open  up  a  new  storefront  location. 
With  $1,200,  she  can  buy  a  larger  hot  water  heater  so  that  she  does  not  have  to 
wait  30  minutes  for  the  water  to  reheat  between  clients,  install  shelves,  and 
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purchase  inventory.  With  this  money,  she  expects  that  she  can  increase  her  sales 
from  $600  per  month  to  $1,200  per  month.  Her  husband  works  at  the  local  fu-e 
department  as  a  foreman  and  runs  a  carpentry  business  on  the  side. 

Jessie  has  no  credit  history;  her  furniture  and  television  are  rented.  While  she  is 
purchasing  her  home,  there  is  no  equity  to  borrow  against.  Jessie  has  kept  her 
own  books,  but  does  not  have  monthly  or  year-end  financial  statements  to  show 
her  business  income.  Given  the  absence  of  a  credit  history,  the  unpredictability  of 
self-employment  income,  and  the  absence  of  collateral  or  significant  business 
skills,  the  bank  will  be  unable  to  make  this  loan. 

♦    Ted  M,  Fruit  Juice  Distributor 

Ted  has  been  an  independent  distributor  of  Mr.  Pure  and  Snapple  juices  for  aknost 
three  years.  He  used  to  distribute  for  another  company,  but  decided  to  become 
self-employed  after  a  dispute  with  the  company.  His  wife,  Sue,  helps  out  by 
keeping  the  books  for  the  business  and  they  have  had 

Ted  would  like  to  borrow  a  small  amount  of  money  to  increase  his  inventory.  Ted 
has  to  travel  100  miles  round-trip  to  pick  up  the  juices  for  delivery.  The  larger  the 
quantity  of  juice  cases  he  can  pick  up,  the  more  economical  and  profitable  his  re- 
sale will  be.    By  purchasing  more  inventory,  he  will  be  able  to  cut  down  the 
number  of  trips  he  makes,  engage  bigger  accounts  at  supermarkets,  and  have  more 
time  to  service  his  existing  accounts.  Ted  has  only  been  able  to  purchase  $500  at 
a  time,  about  64  cases.  With  a  $1200  loan,  he  can  purchase  the  maximum  number 
of  cases  that  his  van  can  carry,  about  115. 

Just  over  50  years  old,  Ted  has  lived  in  Pine  Bluff  for  30  years  and  is  a  member  of 
the  Lion's  Club,  and  active  in  his  church.  Although  he  owns  his  home  and  has  a 
decent  credit  history,  he  is  making  payments  on  three  vehicles  and  he  has  a  tax 
lien  on  a  payment  plan  with  the  IRS.  They  have  no  savings.  While  his  wife 
works  as  a  receptionist  at  minimum  wage,  the  business  income  is  the  primary 
source  of  income  for  his  family.  All  of  his  transactions  are  on  a  cash  basis. 

While  the  loan  officer  at  the  bank  would  not — some  say  cannot —  make  these  loans, 
Good  Faith  Fund  has  made  each  of  these  loans.  GFF  has  been  able  to  provide  the 
necessary  technical  assistance  to  each  of  these  companies  so  that  they  are  current  in 
their  loan  payments  and  their  businesses  are  growing.    At  present,  banks  in  our  area 
cannot  justify  or  support  our  loans  because  of  the  nature  of  the  requests,  their  inability 
to  absorb  risk,  their  inability  to  provide  ongoing  technical  assistance,  and  their  lack  of 
interest  in  small  loans  in  general.  While  we  expect  some  of  our  customers  to 
"graduate"  to  conventional  banks,  we  are  generally  unable  to  refer  our  customers  to  a 
bank  with  any  loan  size  less  than  $25,000  and  most  banks  will  not  take  over  until  the 
loan  request  reaches  $50,000. 

For  example,  our  typical  peer-group  loan  is  $1,800.  Interest  income  off  of  an  $1,800 
loan  extended  for  a  1-year  term  is  about  $76.00.  According  to  the  "Functional  Cost 
Analysis"  published  by  the  Federal  Reserve,  it  costs  $148.00  for  the  average  small 
bank  to  simply  originate  a  loan  of  that  size.  Origination  costs  do  not  include  credit 
losses,  collections  costs,  or  interest  expenses  in  carrying  the  loan. 

The  foundations  and  contributors  that  support  Good  Faith  Fund's  operations  and  the 
grant  component  of  the  SBA  Microloan  program  have  made  is  possible  for  GFF  to  re- 
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lend  funds  to  customers  such  as  these,  and  to  provide  a  portion  of  the  technical 
assistance  necessary  to  make  these  loans. 

The  key  for  each  of  our  borrowers  is  that  money  alone  is  not  enough.  Without 
substantial  technical  assistance  for  each  and  every  one  of  these  businesses,  the  loan 
would  be  imprudent  and,  probably,  counterproductive  to  the  goal  of  stabilizing  or 
growing  a  business.    As  a  micro-enterprise  practitioner  for  more  than  five  years,  I've 
learned  that  loans  and  technical  assistance  are  symbiotic:  micro-entrepreneurs  have 
both  financial  and  non-financial  needs — such  as  training,  support,  counseling,  and 
business  analysis— that  must  be  met  to  make  these  businesses  (and  loans)  viable. 
Furthermore,  technical  assistance  and  monitoring  is  required  throughout  the  whole 
term  of  the  loan,  in  addition  to  the  start  of  each  business  loan. 

Finally,  other  synergies  are  possible  within  the  structure  of  Southern  Development 
Bancorporation.  In  Pine  Bluff,  Arkansas  Enterprise  Group  and  Southern  Ventures 
have  provided  financing  or  venture  capital  investments  to  four  firms.  Opportunity 
Lands,  the  real  estate  subsidiary,  has  rehabbed  20  units  of  single-family  housing 
along  an  entire  block  near  downtown.  In  addition,  OLC  made  a  significant  investment 
in  a  commercial  rehab  that  now  provides  office  and  retail  space  downtown  for  Good 
Faith  Fund  and  a  couple  of  GFF's  customers.  OLC  and  GFF  are  also  experimenting 
with  a  special  home-ownership  program — one  of  our  welfare  customers  that  is  a 
licensed  beautician  will  be  able  to  move  into  her  own  home  that  has  a  beauty  salon 
attached  with  financing  and  credit  counseling  assistance  from  Opportunity  Lands,  a 
local  bank,  and  GFF.  Another  of  Good  Faith  Fund's  active  customers  who 
participated  in  our  training  program  was  able  to  obtain  a  commercial  loan  from  Elk 
Horn  Bank  for  her  janitorial  business. 


V.  Implications  for  Federal  Support  of  Communitv  Development  Banking 

Current  draft  legislation  for  federal  support  of  community  development  banking  is  a 
welcome  effort.  Equity  investments  to  existing  Community  Development  Financial 
Institutions  (CDFIs)  are  essential  for  broadening  and  deepening  the  impact  that 
CDFIs  have  had  on  disenfranchised  communities  and  regions  of  our  country.  The 
draft  legislation  allows  community  development  banks  such  as  ours  to  use  private 
sector  tools  of  credit  and  training  to  achieve  public-purpose  goals  of  economic  and 
social  development. 

We  urge  you  to  support  the  capital  and  technical  assistance  needs  of  the  broad 
spectrum  of  community  development  financial  institutions  with  distinctly  different 
programs,  tailoring  support  to  their  different  strengths,  purposes,  and  expertise.  In 
particular: 

•  Legislative  and  regulatory  incentives  directed  at  existing  commercial  banks  to 
achieve  an  increase  in  community  lending  and  community  development.  The 
1 1,000  commercial  banks  in  this  country  that  are  government  regulated  and 
funded  in  part  with  government  insured  deposits  have  not  been  sufficiently 
motivated  to  used  their  loan  underwriting  talent  and  proven  credit  mechanisms 
and  controls  to  invest  in  distressed  urban  neighborhoods  and  rural  communities. 
Legislative  action  that  defines  the  permissible  activities  of  regulated 
depositories  could  grant  privileges  to  commercial  banks  that  meet  a  high  hurdle 
of  investment  in  low  and  moderate  income  communities.  Clarifying  and 
improving  the  enforcement  of  the  Community  Reinvestment  Act  could  further 
this  goal.  Large  banks  might  most  productively  invest  in  low  and  moderate 


Page  9/Julia  Vindasius/Good  Faith  Fund  Testimony 


74 


income  communities  by  creating  business  partnerships  with  and  investing  in 
community  development  financial  institutions  that  have  the  expertise  and  local 
knowledge  to  perform. 

•  A  program  to  facilitate  start-up  and  expansion  of  community  development 
financial  institutions.  The  need  for  community-based  financing  and  technical 
assistance  has  never  been  greater.  Equity  investments  in  CDFl's  that  have  a 
proven  performance  track  record  and  grants,  forgivable  loans,  and  other  creative 
financing  to  start-up  and  other  non-bank,  non-profit  affiliates  of  development 
banks  that  are  the  source  of  much  innovative  development  work  should  be  made 
available.  A  performance-based,  rigorous  selection  process  should  be  used. 

.  Strengthening  the  array  of  programmatic  support  available  to  any  entities  engaged 
in  community  development.  Diverse  federal  agencies  have  many  existing 
programs  that  promote  community  development  in  urban  and  rural  areas.  These 
programs  could  be  more  available  to  appropriate  community  development 
financial  institutions  from  micro-loan  funds  to  community  development  banks. 
SBA  and  FHA  guarantee  mechanisms,  housing  tax  credits,  JTPA  funds,  capital 
and  job-creation  grants  from  HHS,  welfare  reform  legislation,  and  loan  funds 
from  the  Department  of  Agriculture  all  are  examples  of  the  universe  of 
programs  that  need  to  be  broadly  examined  and  coordinated. 

We  believe  that  the  Community  Development  Banking  legislation  fills  a  critical 
"market  gap"  for  a  key  segment  of  the  population  and  the  business  environment. 
Most  importantly,  legislation  on  this  issue  must  be  set  up  as  a  investment  and  lending 
program  allowing  local  community  development  financial  institutions  the  flexibility 
and  decision-making  necessary  to  disburse  credits  and  make  available  the 
accompanying  non-credit  services.  Local  intermediaries  must  continue  to  have  the 
authority  to  make  the  local  loan  decisions  since  they  have  demonstrated  experience 
with  this  very  specialized  lending,  an  intimate  knowledge  of  the  marketplace,  and  the 
ability  to  build  trusting  relationships  with  their  borrowers  in  their  communities. 
Performance  evaluation  should,  likewise,  be  outcome-based,  recognizing  that 
community  development  banking  initiatives  will  operate  in  distinct  communities  with 
unique  target  groups  and  needs. 

I  hope  this  information  has  been  useful  to  you  in  your  inquiry  about  community 
development  banking.  Thank  you. 
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SELF-HELP 


Center  for  Commuulty  Self-Help 
Durham,  North  Carolina 

Katharine  McKee,  Associate  Du'ector 


Tesliiuony  before  the  U.S.  House  of  Representatives 

Comnuttee  on  Small  Business 

Subcommittee  on  Regulation,  Business  Opportunities,  and  Technology 

June  7,  1993 


Introduction 

On  behalf  of  the  Centex  for  Community  Self-Help,  I  would  lilce  to  thanJc  Chairman 
Wyden  and  the  Subcommittee  for  inviting  us  to  deliver  these  remarks.  We  are  pleased  to  see 
the  Subcommitlee  approaching  the  issue  of  small  business  finance  within  the  broader  context  of 
community  development  financial  institutions. 

This  written  testimony  covers  three  general  areas.  Pint,  it  expljuns  the  Self-Help  model. 
Second,  it  discusses  how  Self-Help  approaches  small  business  lending,  and  offers  suggestions 
on  ways  to  improve  the  SBA  programs  in  which  Self-Help  participates.  Third,  it  offers  our 
perspectives  on  Uie  current  shortcomings  of  the  banHng  system  and  on  federal  policy  issues 
surrounding  community  development  banking. 


I.  The  Self-Help  Mod^l. 


I  would  like  to  share  with  you  the  story  of  a  small  clothing  manufacturer  in  eastern  North 
Carolina,  owned  by  its  employees,  a  group  of  African-American  women.  Although  the  company 
was  profitable,  local  banks  refused  to  give  it  the  line  of  credit  it  needed  to  expand.  Self-Help 
staff  took  the  time  to  understand  the  company's  financial  position.  After  many  hours  of  hands- 
on  technical  assistance,  we  provided  a  $75,000  working  capital  line.  The  line  allowed  them  to 
deal  directly  with  retailers,  by-passing  middle  men  and  increasing  the  company's  profit  margins. 
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The  company  increased  its  sales  from  $400,000  to  $1  million  and  its  employees  from  50  people 
to  80  people  in  an  economically  distressed  part  of  North  Carolina. 

This  anecdote  gives  you  an  idea  of  why  Self-Help  exists.  We  believe  that  there  is  a  broad 
range  of  unmet  credit  needs  in  the  poor  communities  of  this  country.  And  we  believe  that 
meeting  those  credit  needs  is  crucial  to  economic  development. 

Philosophy.  Local  ownership  of  businesses,  homes,  and  community  facilities  is  vital  to 
economic  opportunity  and  justice.  The  ownership  of  assets  provides  real  financial  security  for 
families  and  communities.  It  serves  as  a  cushion  during  hard  times;  it  can  act  as  a  springboard 
for  future  oppominilies,  such  as  starting  a  business,  improving  a  home,  or  sending  a  child  to 
college;  and  it  gives  families  a  stake  in  their  communities,  spawning  involvement  and 
stewardship. 

Poverty  means  not  just  lack  of  income  but  lack  of  wealth  and  assets.  We  believe  that  this 
lack  of  wealth  is  a  central  cause  of  the  daunting  array  of  problems  that  face  disadvantaged 
communities. 

Across  the  country,  rural  and  urban  areas  are  caught  in  a  vicious  cycle  of  decline.  With  no 
assets  available  to  invest  in  their  homes,  businesses,  neighborhoods,  and  educations,  poor 
families  lack  the  means  to  improve  their  circumstances.  As  a  result,  the  value  of  local  assets 
declines  further,  compounding  the  problems. 

Access  to  capital  can  reverse  the  cycle  by  providing  the  means  for  much-needed 
investment.  But  all  too  often,  the  communities  which  most  need  credit  are  unable  to  obtain  it. 
For  reasons  described  below,  conventional  financial  institutions  have  not  provided  the  credit  that 
disadvantaged  communities  need.  As  a  result,  a  growing  industry  of  community  development 
financial  institutions  (CDFFs)  is  emerging  in  this  country.  Today,  I  would  like  to  tell  you  a 
little  bit  about  the  experiences  of  Self-Help,  North  Carolina's  community  development  bank,  and 
the  implications  of  our  work  for  federal  community  development  and  small  business  policy. 

Background.  The  Center  for  Community  Self-Help,  a  501(c)3  nonprofit  organization, 
was  founded  in  1980  to  provide  economic  opportunities  for  the  most  disadvantaged  North 
Carolinians.  In  the  wake  of  plant  closings  and  economic  dislocation,  the  Self-Help  staff  worked 
with  dozens  of  fledgling  businesses,  many  of  them  organized  by  laid-off  workers  in  an  effort  to 
rebuild  their  own  economic  lives  from  scratch. 

In  the  early  eighties,  Self-Help  was  able  to  provide  many  hours  of  management  assistance 
to  small  enterprises.  But  time  and  time  again,  Self-Help  ran  across  the  same  barrier  to  progress: 
the  lack  of  access  to  capital,  Self-Help's  early  experience  suggested  that  thousands  of  North 
Carolinians,  perhaps  hundreds  of  thousands,  had  the  ability  and  willingness  to  repay  a  loan  for 
their  business,  but  were  unable  to  obtain  credit.  The  same  obstacle  stands  in  the  way  of  families 
who  want  to  buy  a  home.  Since  access  to  capital  is  one  vital  component  of  wealth-building, 
Self-Help  began  to  search  for  a  solution. 
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The  result  was  the  creation  in  1984  of  two  financial  affiliates:  Self-Help  Credit  Union 
and  Sclf-Hdp  Ventures  Fund.  (See  Appendix  A,  our  organizational  chart.)  The  Credit  Union 
is  federally  regulated  and  Insured;  the  Ventures  Fund  is  a  nonprofit,  unregulated  loan  fund. 
Together  with  the  Center  for  Community  Self-Help,  these  institutions  form  what  we  now  call 
"Self-Help  Development  Bank." 

This  structure  gives  us  what  we  see  as  the  two  essential  features  of  a  development  bank: 
one,  its  primary  mission  is  to  invest  in  excluded  and  disenfranchised  peoples;  and  two,  its 
structure  combines  an  insured  depository  institution  with  one  or  more  nonprofit  affiliates. 

With  over  $40  million  in  assets,  Self-Help  is  able  to  undertake  development  lending  on 
a  statewide  basis.  We  target  our  loans  to  those  who  traditionally  lack  access  to  credit:  women, 
minorities,  rural  residents,  low-income  people,  and  nonprofit  organizations. 

Self-Help  receives  its  funding  from  a  variety  of  sources.  Almost  all  of  the  Credit 
Union's  capital  comes  from  private  individuals  and  organizations  who  deposit  their  funds  in 
market-rate  accounts.  The  Ventures  Fund's  capital  is  a  combination  of  long  term  loans  from 
foundations,  government  and  other  institutions  and  capital  grants  from  banks,  other  corporations, 
foundations,  and  individuals,  Self-Help  as  a  whole  receives  a  majority  of  its  operating  expenses 
through  interest  earned  on  loans  and  investments.  The  remainder  is  raised  in  the  form  of  grants 
by  the  nonprofit  Center  for  Community  Self-Help. 

In  1992,  Self-Help  made  over  $11  million  in  loans  across  the  state  of  North  Carolina. 
A  litUe  over  half  of  that  helped  133  families  become  homeowners  -  families  that  fell  outside 
of  conventional  home  mortgage  guidelines.  The  rest  of  our  loans  in  1992,  almost  $5 

million,  went  to  138  small  enterprises,  both  for-profit  and  nonprofit,  to  create  or  stabilize  over 
400  jobs.  We  lent  money  to  caterers  and  house-cleaners,  to  a  seed  distributor,  to  a  minority- 
owned  bus  company.  We  lent  to  chQd  care  facilities,  opening  up  68  new  day  care  slots  for 
children.  In  some  cases,  we  lent  several  hundred  dollars;  in  others,  several  hundred  thousand. 
Not  only  did  these  businesses  create  jobs;  they  also  fostered  local  ownership  and  leadership  in 
low-income  communities,  both  rural  and  urban. 

Since  our  founding,  Self-Help  has  made  over  $40  million  in  community  development 
loans.  Although  these  loans  went  to  those  who  could  not  obtain  access  to  conventional  credit, 
our  default  rate  has  stayed  below  industry  averages:  Losses  total  about  one-half  of  1  %  of  our 
average  outstanding  balance  annually.  We  have  had  borrowers  default,  but  we  have  recovered 
most  of  our  principal  and  absorbed  all  losses.  We  have  never  been  unable  to  make  a  payment 
on  loans  we  have  received. 

A  successful  model.  Self-Help  has  succeeded  for  three  main  reasons.  First  is  our 
mission;  a  commitment  to  provide  capital  and  related  assistance  to  promote  economic  justice. 
Finding  ways  to  address  stubborn  capital  gaps  takes  time,  energy,  and  creativity.  Our  focus  on 
development  banking  means  we  spend  more  time  developing  products,  marketing  them,  fme- 
tuning  them,  and  making  them  work  for  disadvantaged  borrowers. 
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Second  is  our  structure:  an  insured  and  regulated  depository  institution  coniblned  with 
affiliated  nonprofit  corporations.  In  the  Credit  Union,  private  depositors  who  want  to  invest  in 
economic  development  in  disadvantaged  communities  can  do  so  without  risk,  thanks  to  federal 
deposit  insurance  and  federal  oversight  that  helps  ensure  our  long-term  health.  Credit  unions  are 
insured  nationally  by  the  National  Credit  Union  Share  Insurance  Fund  (NCUSIF),  considered 
a  model  of  soundness  for  the  industry.  Credit  unions  offer  a  number  of  advantages  as  vehicles 
for  development  finance.  Credit  unions  can  be  started  with  far  lower  capital  requirements  than 
commercial  banks.  And  as  member-owned  not-for-profit  institutions,  the  credit  union  structxire 
affords  additional  assurances  of  long-term  adherence  to  a  community  development  missira. 

Just  as  important  as  the  credit  union  are  the  nonprofit  affiliates.  They  keep  us  on  task, 
devoted  to  our  mission  of  promoting  economic  opportunity.  And  they  perform  vital  services  that 
a  regulated  depository  cannot  provide.  By  attracting  subsidy  funds,  primarily  in  the  form  of 
capital  grants  and  low-interest  loans,  these  nonprofits  enable  Self-Help  to  engage  in  higher  cost 
lending,  take  more  risks  and  provide  more  technical  assistance.  Moreover,  the  nonprofit 
affiliates  enable  us  to  undertake  experimental  programs.  Lastly  they  allow  Self-Help  to  promote 
successful  programs  and  policies  to  conventional  lenders,  policy-makers,  and  secondary  market 
institutions  to  expand  economic  opportunities  far  beyond  what  Self-Help  alone  could  ever 
achieve. 

A  third  contributor  to  Self-Help's  track  record  is  our  statewide  approach.  Many 
community  development  institutions  focus  on  a  single  neighborhood  or  community;  as  a  result, 
they  are  able  to  devote  significant  resources  to  revitalizing  their  targeted  area.  While  we  support 
such  efforts,  Self-Help  has  taken  a  different  approach;  providing  loans  and  related  assistance 
across  North  Carolina.  As  a  statewide  development  bank,  Self-Help  has  been  able  to  take 
advantage  of  economies  of  scale,  involve  a  wide  variety  of  partnering  organizations,  meet  the 
needs  of  rural  areas,  affect  slate  policy,  and  develop  expertise  m  the  many  laws  and  regulations 
specific  to  a  state. 

Operating  statewide  requires  some  institutional  innovation.  We  have  branch  offices  in 
three  regions,  in  addition  to  our  headquarters  in  Durham.  And  we  aggressively  seek  out 
partnerships  with  local  organisations  in  all  comers  of  the  state.  Our  long-term  vision  is  of  a 
statewide  network  of  community  development  organizations  working  together  to  forge  a  broad- 
based  delivery  system  for  development  finance  and  related  assistance. 


IT.  Self-Help.  cOTOmercial  lending,  and  the  SBA. 

Self-Help's  approach  to  commercial  lending. 

Since  we  started  lending  in  1985,  roughly  half  of  our  $40  million  in  loans  has  been  to 
commercial  borrowers,  ranging  from  self-employed  landscapers  to  employee-owned  apparel 
manufacturers  to  community  enterprises  such  as  day  care  centers  and  recycling  businesses. 
Appendix  B  gives  some  more  examples  of  the  small  busmesses,  microenterprises  and  self- 
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employed  individuals  that  we  have  helped. 

SeJf-Help  targets  virtually  all  of  its  financing  and  related  technical  assistance  to 
entrepreneun  traditionally  ignored  or  underserved  by  the  conventional  banking  system.  Of  our 
1992  business  loans,  nearly  two-thirds  went  to  rural  businesses,  almost  40%  assisted  women- 
owned  businesses,  and  about  half  financed  firms  owned  by  ethnic  minorities.  An  analysis  of 
loans  made  over  a  recent  two-year  period  revealed  that  the  average  household  income  of  our 
commercial  borrowers  was  75%  of  the  state  median  income.  Our  commercial  loans  range  from 
$500  to  $700,000;   the  average  in  1992  was  $35,000. 

As  our  lending  programs  developed,  we  saw  tremendous  demand  for  loans  from  our 
targeted  constituencies.  Many  of  those  who  approached  us  were  starting  self-employment 
ventures  or  "microbusinesses."  Many  others  --  to  our  surprise  -  were  existing  firms.  Some  of 
them  had  been  in  business  for  many  years,  yet  were  unable  to  obtain  loans  to  grow  or  stabilize 
their  operations.  The  situation  was  exacerbated  even  further  with  the  onset  of  the  "credit 
crunch"  beginning  around  1990,  when  banks  all  across  the  U.S.  tightened  up  on  underwriting 
and  lending  volume. 

The  small  business  loans  in  Self-Help's  portfolio  would  be  considered  poor  or  marginal 
credit  risks  by  the  underwriting  standards  of  conventional  banks.  Yet  we  continue  to  operate 
on  a  profitable  basis  and  maintain  acceptable  loan  loss  and  delinquency  figures.  As  a  community 
development  bank,  we  have  had  to  adapt  our  marketing  techniques,  lending  policies,  loan 
origination  and  servicing  procedures,  and  overall  portfolio  management  techniques  to  handle  a 
degree  of  risk  that  conventional  lenders  avoid. 

What  are  we  doing  that  other  banks  aren't?  Nine  basic  principles  and  practices  guide  our 
small  business  lending  programs: 

We  target  specific  development  constituencies  and  products.  By  design,  virtually  all 
of  our  commercial  borrowers  are  rural,  minority-owned,  women-owned,  or  community 
enterprises;  the  rest  are  self-employed  individuals  and  small  firms  requiring  very  small  loans. 
As  a  result,  we  invest  our  resources  in  building  up  the  needed  staff,  skills,  and  expertise  to  serve 
these  constituencies. 

We  focus  our  loarkethig  on  our  target  constituencies.  Our  strategies  include  having 
our  loan  officers  make  presentations  to  organizations  serving  minority  and  women  entrepreneurs 
and  cultivating  a  broad  and  eclectic  network  of  referral  sources.  This  network  includes: 
professional  advisors  such  as  accountants,  business  consultants,  and  attorneys  across  the  state 
that  serve  small  businesses;  community  development  organizations;  local  loan  funds;  day  care 
trade  associations,  and  the  like.  And  a  growing  number  of  bankers  across  North  Carolina  refer 
customers  to  us  that  they  are  unable  to  serve. 

Our  underwriting  Is  flexible.  While  we  use  the  same  underwriting  criteria  that 
traditional  lenders  do  -  cash  flow,  equity,  collateral,  credit  history,  the  character  and 
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management  experience  of  the  owner  ~  we  apply  them  flexibly  to  permit  strength  in  one  area 
to  offset  wealcnew  in  another.  For  example,  a  small  business  may  not  have  enough  collateral 
to  fully  secure  a  loan,  but  another  factor,  such  zs  unusually  strong  profits,  a  partial  guarantee, 
or  a  large  and  financially  attractive  contract,  may  compensate  for  this  weakness. 

We  also  experiment  with  underwriting  iiinovadons,  such  as  "peer  group  lending" 
programs  for  very  small  loans  (in  the  $300-5,000  range).  The  peer  group  mechanism,  whereby 
member  businesses  can  only  re^'n  their  access  to  credit  if  all  others  in  tlieir  group  are  making 
on-time  payments,  essentially  substitutes  peer  screening,  pressure,  and  support  for  collateral  and 
a  documented  business  track  record. 

Appendix  E  provides  more  detail  on  our  approach  to  underwriting. 

We  make  borrowing  a  face-to-face  process.  With  less  reliance  on  standard  credit 
formulas,  our  lending  tends  to  be  more  character-based.  We  get  out  of  the  office  to  visit 
customers  at  their  businesses  -  even  if  it  means  many  hours  of  travel.  And  we  rdy  on  our 
network  of  referral  sources  and  have  undertaken  joint  lending  programs  with  local  development 
organizations  to  act  as  our  eyes  and  ears. 

We  develop  sectoral  knowledge.  Our  loan  officers  have  developed  a  close  fajniliarity 
with  key  sectors.  Self-Help  now  has  considerable  expertise  in  fuuncing  day  care  enterprises, 
certain  specialty  retail  sectors,  crafts,  and  the  natural  foods  industry.  This  expertise  allows  us 
to  mitigate  risk,  conduct  targeted  marketing  and  outreach  efforts,  and  develop  particular  loan 
products  such  as  day  care  facilities  loans. 

We  provide  management  and  technical  assistance.  In  our  experience,  financing  is 
rarely  the  only  ingredient  that  a  struggling  business  lacks  to  become  successful.  But  the  need 
for  capital  is  a  powerful  incentive  for  entrepreneurs  to  tackle  the  technical,  marketing,  and 
management  problems  that  more  typically  hinder  their  success.  Through  our  nonprofit  structure, 
we  can  raise  resources  to  provide  technical  assistance  to  many  of  our  customers.  We  often  serve 
as  a  broker  between  our  customers  and  outside  sources  of  technical  assistance,  such  as  the 
individual  in-depth  consulung  and  training  available  through  small  business  development  centers. 

We  seek  to  improve  access  to  credit,  not  subsidize  its  cost.  By  charging  market  rales 
for  loans,  we  keq)  ourselves  financially  self-sufficient  without  imposing  undue  burdens  on 
borrowers.  Market  rales  also  help  the  program  achieve  its  targeting  objectives;  Individuals  and 
businesses  that  can  obtain  credit  elsewhere  rarely  come  to  Self-Help,  permitting  us  to  focus  our 
energies  on  the  entrepreneurs  who  really  need  our  services.  Furthermore,  paying  market  rales 
of  interest  enhances  entrepreneurs'  credibility  with  conventional  lenders  and  eases  their  transition 
to  bank  financing  as  their  capital  needs  grow.  Finally,  we  believe  a  market  rate  creates  a 
business-like  atmosphere  for  participants  that  underscores  the  seriousness  of  the  financial 
commitment  the  bonower  is  undertaMivg. 

We  streamline  loan  origination  and  servicbg.  Small  business  lending  carries  relatively 
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high  transactions  costs,  so  we  seek  to  keep  overhead  expenses  low  and  streamline  our  lending 
processes  as  much  as  possible.  This  means  standardized  loan  products,  low-cost  outreach 
techniques,  and  --  in  the  case  of  our  experimental  peer  lending  programs  -  delegating  many  of 
the  traditional  loan  servicing  tasks,  such  as  collecting  payments  and  following  up  with  delinquent 
members,  to  the  borrower  group.  Nonetheless,  to  keep  our  loan  losses  down,  we  stay  in  frequent 
contact  with  borrowers,  and  when  loans  fail  we  are  willing  to  pursue  all  cost-effective  avenues 
of  collection  quickly  ajid  aggressively. 

We  aggressively  seek  out  credit  enhancement  programs.  Whenever  possible,  Self-Help 

makes  use  of  public  sector  guarantees  and  other  credit  enhancement  programs  to  manage  the 
higher  risks  and/or  costs  of  this  targeted  lending.  Examples  include  programs  sponsored  by  the 
Farmers  Home  Adminisuation  and  the  US  Departments  of  Housing  and  Urban  Development  and 
of  Health  and  Human  Services,  and,  as  discussed  below,  the  Small  Business  Administration's 
7(A)  guarantee  and  Microloan  Demonstration  programs.  Not  only  do  these  programs  permit  us 
to  extend  credit  more  widely  to  underserved  small  businesses;  in  some  cases  tliey  also  provide 
an  opportunity  to  demonstrate  viable  commercial  lending  products  and  services  to  conventional 
lenders  and  secondary  markets. 


Self-Help  and  the  SBA. 

Last  July,  Self-Help  was  one  of  35  organizations  initially  selected  nationwide  to  carry  out 
SBA's  Microloan  Demonstration  for  loans  of  less  than  $25,000.  Within  a  week  of  the 
announcement  of  the  award,  we  received  hundreds  of  calls  from  interested  existing  or 
prospective  entrepreneurs!  To  date,  we  have  committed  all  of  the  $500,000  we  received  and  are 
preparing  an  application  for  additional  funds.  Self-Help  has  been  one  of  the  most  active  users 
of  this  pilot  program  --  with  over  60  loans  in  its  SBA  micro-loan  portfolio,  Self-Help  his 
originated  almost  one-sixth  of  the  loans  made  nationwide.  And  requests  for  these  small  loans 
continue  to  pour  in.  Clearly  the  demand  for  this  type  of  capitaJ  in  North  Carolina  is  enormous. 

We  have  also  participated  in  the  7(A)  guarantee  program  for  the  last  two  years,  extending 
over  $3.2  million  in  guaranteed  loans.  In  addition,  we  are  preparing  an  application  to  become 
North  Carolina's  statewide  Certified  Development  Company,  at  the  request  of  the  SBA  District 
Office.  We  would  like  to  take  this  opportunity  to  offer  several  observations  on  the  strengths  and 
weaknesses  of  the  Microloan  and  7(A)  programs. 

Microloan  Program.  The  prograjn  has  a  number  of  strengths,  perhaps  the  most 
important  of  which  is  that  outreach,  screening,  underwriting  decisions,  and  loan  servicing  are 
decentralized  and  rest  with  intermediaries  such  as  Self-Help.  The  abUity  to  make  loans  without 
SBA  approval  greatly  reduces  the  transactions  costs  to  both  borrower  and  lender. 

A  second  strength  is  the  recognition  that  extending  credit  to  very  small  businesses  and 
self-employed  individuals  costs  per  deal  as  much  as  or  more  than  noaking  larger  loans.  This 
demonstration  permits  the  intermediary  to  earn  a  spread  that  is  higher  than  that  of  typical 
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commercial  loans,  and  that  is  even  larger  if  the  intermediary  makes  very  small  loans  (averaging 
under  $7500).  The  program  also  recognizes  that  some  borrowers  need  technical  assistance  as 
well  as  loans,  and  .partially  covers  the  costs  of  such  assistance.  In  addition,  the  p>rogram 
specifically  targets  rural  areas  underserved  by  traditional  lenders,  as  well  as  minority-  and 
women-owned  businesses. 

In  the  spirit  of  trying  to  build  upon  these  strengths  and  resolve  several  thorny  problems 
with  the  program,  we  offer  the  following  suggestions: 

1.  MaJce  the  allocation  of  grant  funds  more  flexible  and  more  performance-based.  Based 
on  our  experience  wiih  the  program,  we  see  two  major  issues  with  the  grant  funding.  First, 
limiting  its  use  to  'marketing,  management,  and  technical  assistance"  provided  to  borrowers 
does  not  take  into  account  the  broad  range  of  activities  that  comprise  a  comprehensive  microloan 
program.  In  addition  to  assisting  borrowers,  we  have  found  that  effective  microlending 
involves: 

outreach  to  identify  prospective  borrowers; 

specialized  loan  packaging,  screening,  ajid  documentation; 

intensive  loan  ser\'icing  aiid  monitoring; 

contracting  with  outside  organizations  for  .specialized  assistance; 

reserving  against  higher-than-usual  loan  losses. 

Second,  the  current  structure  of  the  grant  funds  does  not  provide  any  incentives  for 
interme<Jiaries  to  provide  services  efficiently.  Grant  funds  are  awarded  solely  on  the  basis  of 
hours  spent  and  other  expenses  incurred.  At  the  end  of  the  grant  year,  any  unspent  funds  wiU 
simply  revert  to  the  SBA.  Consequently,  intermediaries  have  no  incentive  to  economize,  but 
rather  are  encouraged  to  spend  more  time  per  loan. 

We  recommend  two  ways  the  program  could  address  the^e  issues  by  introducing  flexibility  and 
performance-based  incentives: 

(a)  Fixed  price  contracts  with  intermediaries.  Instead  of  receiving  grants  based  on 
technical  assistance  hours  spent,  intermediaries  would  be  compensated  based  on  outcomes 
produced.  Like  the  current  system,  the  amount  of  the  contract  would  be  tied  to  the  total 
amount  of  loans  disbursed  by  the  intermediary,  but  the  intermediary  could  allocate  funds 
to  any  of  the  range  of  eligible  expenses  noted  above.  The  SBA  could  encourage  smaller 
loans  by  allowing  intermediaries  with  a  low  average  loan  size  to  receive  contracts  equal 
to  more  than  25%  of  loans.  To  help  intennediaries  in  the  start-up  phase  of  the  program, 
some  amount  of  funds  could  be  advanced  up-front. 

(b)  Conversion  of  unspent  grant  funds  to  capit^.  If  an  intermediary  met  performance 
targets  for  a  year  without  spending  all  of  its  grant  funds,  it  would  receive  the  unspent 
funds  as  a  capital  grant.  The  intermediary  would  be  obligated  to  use  the  funds  to 
continue  and  expand  its  microloan  program.     This  system  would  help  successful 
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mjcroloan  prograjns  establish  permanent  loan  pools. 

Implementation  of  these  changes  would  also  introduce  an  appropriate  element  of  risk-sharing 
between  the  SBA  and  the  intermediaries  in  this  program,  which  is  after  all  intended  to  extend 
credit  and  business-ownership  opportunities  to  particularly  high-risk  enterprises  and  prospective 
entrepreneurs. 

2.  C^^ange  the  SBA's  loan  terms  to  ensure  the  creation  of  permanent  loan  pool?.  For 
intermediaries  that  meet  performance  targets,  the  SBA  should  convert  its  loans  to  interest-only 
loans  with  terms  of  30  years.  As  the  program  is  now  constructed,  intermediaries  will  begin 
paying  principal  and  interest  in  the  second  year  of  the  program,  with  the  full  amount  of  the  loan 
repaid  over  the  next  nine  years.  As  a  result,  little,  if  any,  lending  will  occur  after  the  first  year. 
Virtually  all  repaid  principal  will  need  to  be  earmarked  for  repayment  to  the  SBA.  As  a  result, 
the  demonstration  will  not  create  "revolving  funds,"  but  one-shot  loan  programs.  Changing  the 
terms  would  ensure  that  successful  intermediaries  could  revolve  SBA  funds  many  limes  over, 
magnifying  the  demonstration's  impact.  Intermediaries  that  failed  to  disburse  fijnds  or  meet 
other  program  requirements  would  be  required  to  repay  the  SBA  on  an  accelerated  schedule. 


7(A)  Program.  We  also  offer  several  suggestions  on  how  to  strengthen  the  effectiveness 
of  the  SBA  7(A)  program. 

1.  Streamline  loan  approval,  disbursement,  procedures,  and  documentation  to  reduce 
borrower  and  lender  transactions  costs.  From  our  experience,  use  of  a  7(A)  guarantee  typically 
adds  6-S  weeks  to  the  time  from  loan  application  to  disbursement.  We  have  found  the  delays 
in  approval  and/or  disbursement  to  be  more  problematic  than  the  paperwork  itself. 

2.  Create  more  effective  incentives  for  lenders  to  malce  smaller  guaranteed  loans.  Many 
of  our  customers  need  loans  of  $50,(X)0  and  under,  but  the  transactions  costs  associated  with 
obtaining  a  federal  guarantee  are  simply  too  high  to  justify  small  loans.  Perhaps  all  high- 
performing  7(A)  lenders  should  automatically  be  able  to  make  SBA  loans  of  $50,000  and  under 
without  prior  SBA  approval,  so  long  as  their  loans  continue  to  meet  pre-determined  performance 
criteria. 

3.  Encourage  the  creation  of  statewide  providers  and  packager^  of  guaranteed  loans  tQ 
serve  undgrserved  areas.  Many  rural  areas  in  particular  are  served  neither  by  an  active  SBA 
Certified  Developm^t  Company  nor  by  banks  who  make  regular  use  of  7(A)  guarantees. 
Several  slates,  for  example,  have  established  statewide  CDC's  to  fill  market  gaps. 

4.  Change  the  Community  Reinvestment  Act  enforcement  process  to  focus  on  banks* 


actual  use  of  program^S  like  7(A)  -•  and  less  on  documentation  and  process. 

5.  Open  up  federal  credit  enhancement  programs  to  qualified  non-bank  lenders.  In  many 
areas,  the  banks  are  either  unwilling  or  have  inadequate  loan  officer  capacity  to  make  effective 
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use  of  these  programs.  The  SBA  permits  non-bank  lenders  in  its  guarantee  programs,  but  has 
made  a  practice  in  recent  years  of  discouraging  applications  from  nonprofit  community 
development  lenders. 

ni.  federal  opportunities  in  Communitv  Development  Lending 

So  far,  1  have  focused  on  Self-Help's  role  in  the  current  private  and  government  finance 
systems.  We  believe  that  Self-Help  and  other  community  development  financial  institutions  have 
proven  that  they  are  critical  to  meeting  the  credit  needs  -  including  the  small  business  needs  - 
of  distressed  urban  and  rural  places  across  the  country.  They  provide  a  vital  complement  to  the 
conventional  banking  system,  stretch  its  ability  to  provide  development  finance,  and  meet  needs 
that  conventional  banking  will  never  be  able  to  serve  adequately. 


The  current  banking  system:  problems  and  solutions 

The  inability  of  traditional  lenders  to  fill  the  huge  market  gap  for  small  loans  may  be  one 
of  the  most  powerfiil  justifications  for  "alternative  financial  institutions"  such  as  Self-Help  and 
the  many  aeative  micro-loan  programs,  community  development  credit  unions,  community  loan 
funds,  and  other  organizations  that  have  sprung  up  in  recent  years.  We  believe  that  these 
lending  efforts  pay  off  in  nev/  jobs,  greater  income  security,  much-needed  goods  and  services, 
and  economic  vitality  in  distressed  communities. 

Why  conventional  banks  fail  to  meet  lending  needs.  Self-Help,  Shorebank,  and  the  host 
of  other  CDFI's  exist  because  conventional  lenders  do  not  meet  the  range  of  credit  needs  we  see 
in  disadvantaged  communities.   The  reasons  for  this  failure  are  many  and  varied. 

A  lot  of  attention  has  been  focused  on  the  recent  "credit  crunch,"  and  we  can  testify  from 
direct  experience  that  small  businesses  have  indeed  faced  a  particularly  restricted  credit  market 
in  the  past  two  to  three  years.  We  have  vritnessed  a  parade  of  customers  who,  despite  long-term 
successful  borrowing  relationships  with  banks,  have  lost  lines  of  credit  or  had  loans  called. 

We  believe,  however,  that  the  difficulties  obtaining  credit  are  not  simply  a  cyclical 
economic  phenomenon.  Self-Help  saw  vast  demand  for  its  services  in  the  mid-1980s,  a  time  of 
relative  economic  prosperity.  Major  changes  in  the  banking  industry,  such  as  regulatory 
responses  to  the  S&L  crisis  and  the  consolidation  of  institutions  into  regional  *mega-banks," 
have  tightened  credit  in  poor  communities,  especially  the  rural  areas  that  have  lost  access  to 
locally  based  instituticms.  These  broad  changes  in  the  structure  of  financial  markets  are  likely 
to  persist  or  accelerate,  even  in  an  economic  upturn. 

Moreover,  the  ability  and  willingness  of  conventional  institutions  to  invest  in 
disadvantaged  communities  runs  deeper  than  economic  cycles  or  the  structure  of  the  financial 
industry.  For  a  number  of  reasons,  conventional  institutions  are  likely  to  continue  to  fiall  short 
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in  the  community  investment  arena.  Many  of  the  projects  taken  on  by  CDFI's  indeed  entail 
higher  risks  than  many  conventional  lenders  are  willing  to  assume.  Often,  though,  inexperience 
with  markets  in  disadvantaged  communities  leads  banks  to  overestimate  the  risks  they  face. 
CDFI's  have  been  lending  to  "unbankable"  customers  for  years  with  loss  rates  well  within 
conventional  norms.  And  as  the  Federal  Reserve  Bank  and  others  have  documented,  patterns 
of  discrimination  against  minority  borrowers  lead  many  banks  to  under-serve  what  could  be 
profitable  and  safe  markets. 

Part  of  the  problem  here  is  the  fact  that  conventional  institutions  lack  a  community 
development  mission.  Our  experience  has  taught  us  that  successful  community  development 
lending  requires  an  ongoing  and  intensive  commitment  to  searching  for  and  fine-tuning 
appropriate  lending  instruments.  Without  a  fundamental  mission  of  community  development, 
conventional  institutions  will  consistently  miss  opportunities. 

In  other  ca.ses,  risk  and  discrimination  are  not  the  issue.  Often,  banks  don't  lend  because 
of  the  high  transaction  costs  associated  with  community  development  lending.  Technical 
assistance  to  boaowers,  unconventional  loan  structuring,  and  marketing  in  unfamiliar  territory 
raise  costs  and  squeeze  profits,  discouraging  banks  from  many  community  development  projects. 
Lending  in  rural  areas  increases  travel  costs.  In  addition,  community  development  loans  are 
often  very  small.  While  small  loans  typically  entail  most  of  the  transaction  costs  of  large  loans, 
they  generate  insufficient  revenue  to  support  the  level  of  profit  required  by  many  conventional 
institutions. 

Sohing  the  problem:  a  dual  approach.  Fair  housing  laws  and  the  Community 
Reinvestment  Act  have  had  some  impact  on  the^e  barriers.  They  have  provided  local  community 
organizations  with  the  tools  to  hold  banks  accountable  for  their  community  lending  records.  All 
loo  often,  however,  these  laws  have  generated  more  public  relations  and  paperwork  than  they 
have  real  lending.  Though  there  have  been  some  notable  CRA  success  stories,  by  and  large 
conventional  institutions  are  still  failing  to  meet  ilie  credit  needs  of  disadvantaged  communities. 

We  support  a  strengthening  of  fair  lending  laws  and  CRA,  in  particular  by  focusing 
enforcement  less  on  paperwork  and  more  on  actual  results.  We  also  favor  recjcntly  enacted 
regulations  requiring  lenders  to  disclose  data  about  their  small  business  lending.  This  change 
should  make  CRA  a  more  powerful  tool. 

At  the  same  time,  we  believe  that  the  federal  government  must  support  the  CDPI 
industry.  Both  conventional  and  alternative  institutions  have  a  vital  role  to  play  in  community 
investment.  This  dual  approach  has  two  virtues.  First,  the  existence  of  CDFI's  enhances  the 
ability  of  conventional  lenders  to  engage  in  viable  community  lending.  For  example: 

CDFI's  leverage  conventional  financing.  Each  year,  the  participation  of  community 
development  financial  institutions  in  financing  packages  makes  possible  the  provision  of 
millions  and  millions  of  dollars  in  credit.  Conventional  institutions  would  be  unable  to 
make  some  of  (heir  most  important  community  development  loans  without  CDFI's. 
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CDFI'S  prepare  borrowers  for  conventional  financmg.  By  providing  access  to  credit, 
CDFI's  enable  borrowers  to  develop  solid  credit  histories,  expanding  the  market  for 
conventional  lenders. 

CDFI's  serve  as  a  laboratory  for  innovative  landing.  One  aspect  of  community 
development  lending  is  that  it  is  not  always  instantly  profitable.  The  markets  served  by 
CDFI's  sometimes  require  expensive  problem  solving  and  patience  that  profit-oriented 
institutions  cannot  undertake.  Once  the  tools  are  developed,  however,  they  can  be 
adopted  by  conventional  institutions  on  a  much  larger  scale. 

In  all  of  these  ways,  the  involvement  of  both  conventional  and  alternative  institutions  in 
community  development  will  achie\e  far  more  than  the  exclusive  involvement  of  only  one  of 
them. 

In  addition  to  facilitating  the  involvement  of  conventional  lenders,  CDFI's  also  perform 
a  second  vital  function:  serving  the  higher-risk  and  higher-cost  segments  of  the  market  that 
conventional  institutions  will  never  reach.  Even  with  a  very  effective  CRA,  there  are  some  parts 
of  the  market  that  no  profit-oriented  institution  will  serve  adequately.  We  believe,  however,  that 
there  is  a  part  of  this  unserved  market  that  CDFI's,  with  their  focused  missions  and  (often) 
nonprofit  affiliates,  can  reach  while  maintaining  standards  of  safety  and  soundness.  Without  a 
strong  national  system  of  CDFI's,  these  credit  gaps  will  remain  unfilled. 

Federal  policy  to  build  the  capacity  of  CDFI's 

We  believe  a  federal  initiative  to  expand  community  development  lending  nationwide  is 
feasible  if  policy  makers  make  a  decision  to  invest  in  the  diverse  existing  base  of  community- 
based  instirulions  and  talented  individuals  committed  to  expanding  economic  opportunity  for 
disenfranchised  people  and  places.  To  achieve  the  best  results,  the  federal  government  should 
follow  a  number  of  central  principles: 

1 .  Build  a  system  which  harnesses  the  strengths  of  both  conventional  and  aHemative 
financial  institutions.  Policy-makers  should  not  view  CDFI's  as  a  replacement  for  community 
development  lending  by  conventional  institutions.  As  noted  above,  we  believe  a  successful 
community  development  lending  system  must  include  both  conventional  lenders  and  CDFI's. 
As  the  federal  go\'emment  builds  the  capacity  of  CDFI's,  it  should  simultaneously  enhance  the 
enforcement  of  the  Community  Reinvestment  Act  and  related  statutes, 

2.  Be  ioclusive.  Sdf-Help  is  part  of  a  national  "industry"  of  community  development 
financial  institutions,  or  CDFI's.  This  industry  encompasses  a  wide  spectrum  of  entities, 
including  community  development  banks,  community  development  credit  unions,  community 
development  loan  funds,  microloan  funds,  community  development  corporations,  and  other 
organizations. 
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One  of  the  critical  strengths  of  this  network  is  its  diversity.  These  organizations  work 
in  hundreds  of  communities  across  the  country;  they  serve  people  of  all  races,  women  and  men, 
urban  and  rural  dwellers.  Their  diversity  allows  us  to  evaluate  a  broad  range  of  models  and 
methods. 

Any  federal  initiative  must  seek  to  build  upon  and  reinforce  this  diversity.  The  federal 
government  should  set  broad  guidelines  about  the  constituencies  CDFI's  should  target  and  the 
acuvities  they  might  undertake.  But  an  attempt  to  fmd  "The  Model"  to  repUcate  in  every  comer 
of  the  country  would  be  misguided.  Instead,  the  initiative  should  allow  the  institutions  to  tailor 
the  implementation  of  broad  federal  mandates  to  the  needs  of  their  unique  communities. 

Specifically,  CDFI's  must  be  allowed  to  select  the  constituencies  they  target,  the  products 
they  offer,  and  the  structure  they  employ: 

Targeting.  In  some  circumstances,  it  may  make  sense  to  focus  on  revitali^g  a  very 
compact  distressed  area,  for  example,  a  large  inner-city  community  or  a  rural  region 
experiencing  major  dislocation  due  to  plant  and  base  closings.  In  other  cases,  it  may  make  sense 
to  target  disadvantaged  populations  over  a  wide  geographic  area,  such  as  ethnic  minorities,  low- 
income  individuals  or  some  other  groups  that  experience  specific  barriers  in  credit  access.  This 
broad  targeting  is  particularly  important  for  CDFI's  serving  rvral  areas,  where  the  concept  of 
neighborhood  revitalization  does  not  apply. 

Products.  Decisions  about  targeting  affect  a  CDFI's  selection  of  lending  products.  Some 
CDFI's  focus  their  efforts  on  affordable  mulu-family  housing,  others  on  small  business 
development.  The  range  of  products  offered  by  a  CDFI  varies  depending  upon  a  number  of 
factors,  including:  the  relative  need  for  different  products  within  a  targeted  constituency;  the 
extent  to  which  conventional  institutions  in  an  area  meet  these  needs;  the  CDFI's  past  successes 
and  failures  offering  different  products;  and  market  factors  that  affect  the  viability  of  different 
types  of  lending. 

Structure.  The  experience  of  both  Shorebank  and  Self-Help  have  demonstrated  the  power 
of  combining  an  insured  depository  with  one  or  more  affiliated  development  corporations.  The 
importance  of  both  components  is  described  above.  No  single  structure,  however,  will  meet  the 
needs  of  all  communities  nationwide,  CDFI's  face  a  number  of  choices  in  this  regard.  One  i* 
the  choice  of  a  type  of  insured  depository.  Banks,  credit  unions,  and  other  institutions  all  have 
distinct  advantages  and  disadvantages.  Another  choice  is  what  affiliated  institutions  to  create. 
The  existing  development  banks  have  venture  capital  companies,  real  estate  development  firms, 
job  training  and  management  consulting  wings,  community  development  and  mlCToenterprisc 
loan  funds,  and  other  corporations.  But  no  two  development  banks  have  exactly  the  same  set 
of  institutions.  Another  choice  is  whether  to  establish  or  purchase  an  insured  depository  from 
the  outset.  Some  CDFI's  may  find  it  more  advantageous  to  launch  their  operations  as,  for 
example,  community  development  loan  funds.  After  gaining  some  lending  experience,  they  will 
be  better  equipped  to  make  choices  about  creating  broader  structures. 
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Ralher  than  requiring  all  CDFl's  to  follow  a  single,  narrowly  defined  model,  we  would 
recommend  that  organizations  seeking  support  be  required  to  define  their  broad  goals  and 
expected  outcomes  (e.g.,  job  creation,  job  upgrading,  business  ownership,  hotne  ownership, 
rehabilitation  of  deteriorated  neighborhoods,  etc.),  and  target  constituencies  in  the  application 
process. 

3.  Build  the  sj-^ero  through  incremental,  performance-based  support.  The  existing 
community  development  financial  institutions  that  have  achieved  some  level  of  scale  and  success 
have  done  so  over  several  years,  even  decades.  A  federal  initiative  could  help  speed  that 
process  up,  opening  up  access  to  capital  in  areas  not  now  served  by  a  large-scale  CDFl.  But 
the  process  of  steady,  incremental  growth  has  the  advantage  of  encouraging  experimentation  and 
learning  without  risking  the  loss  of  federal  funds  through  mismanagement  or  fraud. 

This  approach  means  starting  small  and  growing  over  time  as  capacity  and  experience 
increase.  Consequently,  there  is  no  particular  level  of  capitalization  or  services  that  we  would 
regard  as  a  "critical  mass."  A  small-scale  CDFI  may  be  a  "success"  despite  its  small  size 
Ix^use  it  is  meeting  community  needs,  learning  and  growing  incrementally. 

We  regard  this  as  a  critical  principle  for  federal  policy-makers  to  follow  as  they  consider 
ways  to  build  a  national  network  of  CDFl's.  One  tempting  approach  is  to  attempt  to  establish 
100  full-fledged  community  development  institutions  across  the  country,  capitalized  at  the  level 
of  the  strongest  existing  CDFl's.  We  believe,  however,  that  federal  policy-makers  should  resist 
this  temptation. 

Instead,  we  recommend  a  carefully  structured  program  that  makes  staged  investments  in 
a  variety  of  CDFl's.  Initially,  the  federal  government  should  seed  a  myriad  of  promising 
efforts.  As  the  strong  performers  emerge,  the  initiative  should  then  scale  up  the  grant  capital 
and  other  support  provided  for  these  organizations. 

Expansion  of  federal  support  should  depend  on  performance.  The  only  way  to  build  a 
national  network  of  CDFl's  will  be  to  seed  it  broadly,  and  then  invest  more  funds  in  those 
organizations  that  meet  negotiated  performance  targets.  The  oversight  body  should  negotiate 
expected  outcomes  with  each  recipient  within  a  range  of  statutorily  acceptable  outcomes. 
Performance  evaluation  should  concentrate  on  the  recipients'  success  at  producing  these 
outcomes.  Outcomes  should  be  defined,  at  a  minimum,  for  lending  volume,  portfolio 
performance,  and  programmatic  results  (e.g.,  service  to  specific  targeted  constituencies  such  as 
minority-owned  businesses  or  low-income  hor.ie-buyers).  Beyond  that,  recipients  should  be 
given  maximum  flexibility  to  meet  those  targets  as  they  see  fit. 

This  approach  holds  three  prim.'^ry  advantages  for  federal  policy-makers.  First,  it  helps 
ensure  that  large-scale  federal  support  docs  not  flow  to  organizations  without  the  capability  and 
willingness  to  engage  in  successful  community  development  lending.  Only  strong  performers 
will  have  access  to  significant  levels  of  funding.  Second,  an  incremental  approach  ultimately 
creates  stronger  institutions,  with  sturdier  bases  in  their  communities  and  more  seasoned  staffs. 
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The  CDFI's  that  emerge  from  the  initiative  will  have  followed  prudent  strategies  of  growth  and 
development  that  maxiniize  their  long-term  sus'.ainability.  Finally,  a  performance-based  system 
keeps  federal  regulations  from  tying  the  hands  of  CDFI's  by  legislating  "how"  they  spend  thdr 
time  and  money  rather  than  "what"  they  accOiV.plish.  Outcome-based  evaluation  with  flexibility 
on  methods  and  "inputs"  allows  CDFI's  to  tailor  their  programs  to  the  needs  of  their 
communities. 

4.  Focus  on  providiiig  equity  capital  for  CDFI's.  The  most  significant  contribution  the 
federal  government  can  make  to  CDFI's  is  to  help  them  build  up  their  equity  bases.  Equity, 
defined  as  permanent  capital  owned  by  an  institution,  serves  a  number  of  vital  purposes.  It 
generates  a  higher  spread  than  loans  or  deposits,  helping  a  CDFI  achieve  self-sufficiency.  It 
leverages  additional  investment,  often  five  to  ten  times  the  amount  of  equity.  It  provides  a 
cushion  against  loan  losses.  And  it  enables  a  CDFI  to  undertake  long-term  projects.  Despite 
its  importance,  equity  capital  is  very  difficult  for  CDFI's  to  acquire.  Lack  of  equity  is  the  single 
greatest  constraint  upon  the  CDFI  industry's  ability  to  expand  its  lending  in  targeted 
communities. 

Accordingly,  a  federal  initiative  should  emphasize  equity  injections  for  CDFI's.  This  is 
not  to  say  that  other  types  of  assistance  --  such  ?s  management  and  technical  training  for  CDFI's 
and  targeted  capacity-building  grants  --  are  not  important  as  well.  Rather,  our  contention  is  that 
the  lion's  share  of  federal  support  should  flow  into  equity  grants  and  investments. 

5.  CDFI  representatives  should  play  a  central  role  in  tlie  oversight  of  the  initiative. 

Practitioner  involvement  will  help  keep  the  in;.i;.:ive  geared  toward  the  real-world  problems  and 
issues  faced  by  CDFI's.  Institutional  channsh  for  input  by  practitioners  must  be  established. 


Conclusion 

In  North  Carolina,  we  have  seen  L'le  trrmendous  impact  that  community  development 
lending  can  have  on  disadvantaged  communi.  s.  The  stories  of  over  1000  borrowers  are  the 
best  testimony  to  the  difference  access  to  capii.-'.l  can  make.  In  communities  all  over  the  country 
CDFI's  have  developed  innovative  approaches  to  extending  credit  and  related  assistknce  where 
it  is  needed  the  most.  We  are  hopeful  that  fjd^rtil  initiatives  will  broaden  the  reach  and  scope 
of  these  efforts  many  times  over.  'iT.ank  you  rgain  for  the  opportunity  to  testify  today. 
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On  behalf  of  the  National  Community  Reinvestment  Coalition  (NCRC),  I 
would  like  to  thanl<  Chairman  Wyden  and  the  members  of  this 
Subcommittee  for  inviting  NCRC  to  testify  today.    We  are  pleased  that 
the  Subcommittee  is  addressing  the  issue  of  small  business  lending 
through  Community  Development  Financial  Institutions  (CDFIs),  as  our 
members  from  across  the  country  have  consistently  identified  small 
business  lending,  particularly  to  minorities,  as  an  acute  and  systemic 
problem. 

BACKGROUND  ON  THE 


NATIONAL    COMMUNITY    REINVESTMENT    COALITION 

NCRC  is  a  nonprofit,  membership  organization  comprised  of  National, 
Regional,   and  Local  organizations,  representing  racially,  ethnically. 
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economically,  and  geographically  diverse  constituencies.    A  current 
NCRC  Membership  list  is  enclosed.    NCRC  seeks  to  increase  fair  and  equal 
access  to  credit  and  banking  services  and  products  because 
discrimination  is  illegal,  unjust,  and  detrimental  to  the  economic 
growth  and  well  being  of  our  society. 

The  Coalition  first  came  together  in  1 990,  as  an  all  volunteer  effort, 
when  the  Bank  trade  associations  began  lobbying  Congress  to  weaken  and 
destroy  the  Community  Reinvestment  Act  (CRA).    Fortunately,  we  were 
able  to  beat  back  a  concerted  effort  to  destroy  this  far  reaching  and 
valuable  community  tool.    Our  experience  in  that  initial  effort  educated 
us  to  the  immediate  need  to  form  a  body  whose  function  it  would  be  to 
preserve  this  and  related  legislation  and  to  build  the  capacity  of  local 
organizations  to  better  make  use  of  CRA.    Also,  NCRC  wanted  to  build 
effective  working   relationships  with  financial   institutions. 

Originally  some  19  organizations  helped  organize  this  effort.    Some  of 
the  major  players  included;  the  Enterprise  Foundation,     Local  Initiative 
Support  Corporation,  NAACP,  National  Council  of  La  Raza,  National 
Congress  for  Community  Economic  Development,  Center  for  Community 
Change,  ACORN,  and  several  other  organizations. 

Today  over  240  nonprofit  organizations  comprise  the  membership  of  this 
Coalition,  with  constituents  in  every  state  in  the  country.      Clearly  this 
Coalition  represents  the  broadest,  most  comprehensive  single  CRA  voice 
in  the  country. 
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Recently,  we  have  been  able  to  turn  our  focus  from  a  defensive  posture 
to  a  proactive  one.    Our  efforts  this  past  year  have  been  to  educate  as 
many  community  people  and  groups  about  the  possibilities  involved  in 
building  good  bank  relationships  and  garnering  commitments  for 
marginal  and  distressed  neighborhoods. 

OVERVIEW 


NCRC  is  very  supportive  of  the  efforts  to  build  upon  the  South  Shore 
Bank  model  and  to  develop  a  network  of  community  development  lenders. 
However,  we  feel  it  is  imperative  that  existing  community-based 
financing  entities,  like  Community  Development  Corporations, 
Community  Development  Credit  Unions,  and  the  like,  be  targeted  by 
Congress  and  the  Administration  as  appropriate  and  desired  vehicles  for 
meeting  the  credit  needs  of  America's  underserved  people  and 
communities.    Further,  it  should  be  made  clear  to  all  lenders  that 
participation  in  a  CD  bank  will  not  free  any  lender  from  their 
responsibilities  under  the  Community  Reinvestment  Act,  the  Equal 
Credit  Opportunity  Act  or  the  Fair  Lending  laws  to  meet  the  credit  needs 
of  their  entire  target  area  in  a  fair  and  equitable  manner.    NCRC  believes 
that  strong  adherence  to  these  laws,  coupled  with  federal  investments 
in  community-based  lending  models,  like  CDFIs,  will  go  a  long  way 
toward  positively  effecting  many  low-income  and  minority 
neighborhoods. 

The  members  of  this  Coalition  feel  strongly  that  real  economic  progress 
and  effective  anti-poverty  strategies  must  heavily  rely  upon  CRA  and 
the  willingness  of  private  financial  institutions  to  see  the  necessity  of 
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their  involvement  and  contributions  to  any  tenable  solutions.    Few 
people  are  blind  to  the  very  difficult  financial  conditions  facing  our 
federal  and  state  governments.    It  is  clear  that  President  Clinton  and 
Congress  must  deal  with  the  budget  deficit  and  that  large  amounts  of 
federal  revenue  to  resolve  the  plight  and  problems  of  America's  urban 
and  rural  communities  will  be  limited  by  these  difficult  fiscal  realities. 
This  puts  radically  increased  emphasis  on  the  private  financial 
institutions  to  participate  in  local  development  scenarios.    This  is  a 
reality  which  is  increasingly  being  accepted  by  lenders  and  promoted  by 
more  and  more  community  organizations  and  local  governments. 

NCRC  sees  itself  as  critical  to  the  promotion  of  these  partnerships  and 
efforts. 

COMMENTS   ABOUT   OUR    BANKING    SYSTEM    &    INDUSTRY 

One  aspect  of  this  hearing  is  to  investigate  the  problems  implicit  in  the 
current  banking  system,  I  would  be  remiss  not  to  share  some  of  NCRC's 
views  on  this  matter. 

Our  banking  industry  &  system,  in  spite  of  record  1 992  profits,  is  in 
trouble.    The  market  share  of  the  traditional  banking  community  is 
shrinking,  as  unregulated  financial  intermediaries  absorb  more  and  more 
of  our  financial  system.    Check-cashing  and  pawn  shops  offer  high  cost 
products  &  services,  mortgage  companies  (less  regulated  by  their  thrift 
counterparts)  constitute  what  Jane  W.  D'Arista  and  Tom  Schlesinger 
refer  to  as  the  "parellel  banking  system".    Finance  companies  obtain 
their  funds  from  banks,  money  market  funds,  notes,  bonds,  and 
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commercial  paper,  represent  the  single  largest  alternative  and 
competitor  to  the  current  banking  system. 

These  largely  unregulated  alternative  banking  sources  have  little  or  no 
incentive  to  address  unmet  community  credit  needs,  unless  of  course 
exorbitant  fees  can  be  demanded.    Ultimately  it  is  our  currently 
underserved  populations,  minorities,  women,  working-class  people,  rural 
Americans,  which  suffer  the  most  from  this  changing  industry. 

While  this  new  competition  eats  into  the  market  share  of  traditional 
financial  institutions,  another  industry-wide  change  is  taking  place 
which  is  also  dramatically  impacting  people's  access  to  credit.    Under 
the  guise  of  "bigger  is  better"  and  in  some  instances  out  of  necessity, 
the  banking  industry  is  merging,  consolidating  and  shrinking. 

From  1985-1990  over  1000  banks  ceased  to  exist.    Mergers  and 
consolidations  are  becoming  the  order  of  the  day.    All  this  is  bad  news 
for  the  American  Consumer.    The  competition  from  the  unregulated 
lenders  and  the  shrinking  banking  industry  translates  into  a  less  user 
friendly  lending  environment. 

As  branches  close  in  neighborhoods  and  communities,  sometimes 
replaced  by  ATMs,  or  worse,  check-cashing  and  pawn  shop  businesses;  as 
bank  board  of  directors  are  comprised  more  &  more  of  people  living 
further  and  further  from  the  local  community  ~  the  consumer  loses. 
The  once  friendly  banker,  who  perhaps  was  raised  in  or  near  the 
neighborhood  he  worked  in,  is  gone.    The  bank  board  director  with  fond 
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memories  of  his  youth  spent  in  a  local  neighborhood  is  now  from  another 
state  and  would  have  difficulty  locating  your  community  on  a  map.    The 
bank  branch  where  you  and  your  family  saved  for  generations  is  gone, 
replaced  by  a  multi-state  bank  with  a  catchy  name  and  unfamiliar 
personnel.    The  policies,  products,  and  services  offered  at  this  new  bank 
are  set  by  policy  makers  unfamiliar  with  your  needs  and  even  your 
county. 

These  factors  have  exacerbated  the  already  difficult  existing  lending 
realities  facing  many  women,  working-poor,  minorities,  and  others,  and 
in  particular  when  they  seek  small  business  loans.    Absent  the  genuine 
interest  of  the  lender  in  a  local  neighborhood,  absent  the  familiar  branch 
manager  or  loan  officer,  perhaps  even  absent  the  branch  itself  -  people 
are  more  and  more  estranged  from  having  any  real  opportunity  to 
experience  the  opportunities  which  many  of  our  forefathers  experienced. 

SMALL     BUSINESS     REPORTING 
The  banking  system  has  another  major  flaw  and  it  needs  to  be  corrected 
with  haste.    There  is  no  adequate  method  which  informs  Congress  and 
the  public  of  a  lender's  performance  as  it  relates  to  small  business 
lending.    Unlike  home  mortgage  lending  where  lenders  are  required  to 
provide  us  with  a  detailed  summary  of  their  home  mortgage  lending 
activities,  broken  down  by  income,  race,  gender,  and  other  factors  -  no 
such  reporting  is  required  for  small  business  lending.    Therefore,  it  is 
nearly  impossible,  given  the  current  system,  to  adequately  access  the 
small  business  lending  performances  of  America's  financial  institutions. 
Absent  such  a  system  we  are  left  to  the  numerous  anecdotal  stories, 
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heard  frequently  by  NCRC,  of  the  unfair  and  unequal  small  business 
lending  practices  which  pervade  the  American  landscape. 

In  1991  Congress  mandated  in  FDICIA  that  data  on  small  business 
lending  be  publically  disclosed.    In  November,  1992  the  Senate 
Subcommittee  on  Housing  and  Urban  Development,  after  extensive 
hearings  and  research,  recommended  that  small  business  and  commercial 
lending  be  reported,  and  recognized  the  need  to  report  such  data  by 
census  track  and  information  relating  to  minority-owned  businesses,  as 
well  as  gender  related  statistics.    NCRC  supports  this  recommendation 
and  urges  this  committee  to  promote  the  existence  of  adequate  and 
useful  small  business  reporting  by  lenders. 

SOUTH  SHORE  AND  OTHER 
COMMUNITY    DEVELOPMENT    BANK    MODELS 
Mr.  Chairman,  I  wish  to  direct  the  remainder  of  my  comments  to  the 
issue  of  the  South  Shore  bank  model  and  the  use  of  other  models  for 
banking  &  community  development  activities. 

First  off,  I  believe  the  record  relating  to  this  model  has  been  amply 
presented  before  both  Houses  of  Congress.    South  Shore's  pioneering 
model,  creating  a  wholly-owned  subsidiary  of  the  bank  to  deal 
specifically  on  community  development  needs  of  a  particular 
neighborhood  is  now  well  documented. 

Not  as  well  known,  however,  is  the  wide  network  of  community-based 
lending  models  or  Community  Development  Financial  Institutions,  or 
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CDFIs,  such  as  Community  Development  Corporations,  Community 
Development  Loan  Funds,  Community  Development  Credit  Unions, 
Microenterprise  Organizations  and  others.    These  CDFIs  have  been  quietly 
yet  very  effectively  developing  loan  products  and  services  for  low- 
income,  minority,  women,  and  other  underserved  populations. 

Located  in  the  very  communities  they  are  attempting  to  serve,  CDFIs 
operate  from  the  Dottom  up,  which  makes  them  keenly  aware  of  the 
specific  credit  needs  of  people  in  their  community,  and  a  clearer  sense 
of  how  to  best  serve  that  particular  need.    CDFIs,  because  they  are 
community-based  are  in  this  scenario  for  the  long  haul.    CDFIs  do  not 
close  branches. 

Mr.  Chairman,  we  believe  Community  Development  Banks  (CDBs)  like  the 
South  Shore  model  are  meritorious  institutions,  however  that  model  is 
hardly  the  only,  or  the  most  effective  one,  for  a  given  community.    We 
believe  Congress  and  the  President  should  throw  their  weight  and 
support  behind  Community  Development  Financial  Institutions  as  well  as 
the  Community  Development  Bank  model. 

Lastly,  on  this  point,  it  is  important  to  reiterate  our  position  that  the 
existence  of  a  CDB  or  CDFI  in  a  community  is  no  excuse  for  conventional 
banks  to  pull  out  or  to  refrain  from  opening  branches.    A  CDB/CDFI, 
because  of  the  size  of  their  asset  base,    is  no  substitute  for  a 
traditional  bank.      The  ideal  situation  Is  to  have  CDBs/CDFIs  and 
traditional  banking  institutions  working  together  in  a  community  to 
promote  community  development. 
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SCOPE    OF    FEDERAL    SUPPORT    FOR    CDFls 

Any  funding  mechanism  for  CDFls  should  be  balanced  to  reflect  the 
diversity  of  insititutions.    For  this  reason,  a  set  aside  benefitting  any 
one  type  of  institution,  such  as  CDBs,  is  inappropriate  and  would  likely 
prove  counterproductive.    To  succeed,  CDFls  must  be  organized  and 
operated  in  response  to  local  community  needs  rather  than  in  reaction  to 
funding  sources. 

We  believe  that  federal  funding  should  be  used  to  establish  CDFls  in 
disenfranchised  communities  and  that  rural  communities  are 
specifically  included  as  target  areas  for  this  type  of  help.    For  these 
new  CDFls,  incremental  capital  should  be  provided,  with  such  amounts 
increasing  if  the  institution  develops  a  favorable  track  record.    For 
CDFls  which  have  been  operating  longer,  more  capital  should  be  provided. 
CDFls  should  be  funded  regardless  of  whether  a  conventional  bank  is 
operating  in  the  same  community. 

Federal  support  for  CDBs  should  focus  on  independent  CDBs  and  not  on 
community  development  bank  programs  that  are  part  of  a  traditional 
bank.    The  reason  for  this  is  that  traditional  banks  have  substantial 
assets  to  sink  into  any  community  development  program  that  they  may 
have,  whereas  independent  CDBs  have  severely  limited  resources. 

Federal  support  for  CDFls  should  also  take  the  form  of  a  stronger  CRA 
and  increased  enforcement.    Some  pending  legislation  proposes  to 
weaken  CRA.    One  amendment,  for  instance,  proposes  a  "safe  harbor"  rule 
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which  would  allow  banks  that  invest  a  certain  percentage  of  its  assets 
in  a  CDFI,  or  a  bank  that  establishes  its  own  community  development 
program,  to  bypass  the  requirements  of  CRA.    We  are  against  this  type  of 
legislation.      We  also  believe  that  federal  funding  for  CDFIs  should  not 
mean  the  easing  of  CRA  requirements.    Both  CDFIs  and  a  strong  CRA  are 
necessary  for  a  successful  program  of  community  development  lending. 

CONCLUSION 

Mr.  Chairman,  once  again  I  thank  you  for  this  opportunity  to  testify  and 
NCRC  remains  available  to  work  with  you  and  other  members  of  this 
committee  to  promote  positive  working  relationships  between  low- 
income  and  minority  communities,  lenders,  political  leaders,  and  others 
so  as  to  promote  an    effective,  fair  and  equal  system  for  accessing 
credit  and  to  support  local  initiatives  and  systems  for  reversing 
declining  economies.    The  CDB  and  CDFI  models  are  good  vehicles  and 
opportunities  to  contribute  to  that  agenda.    Vigorous  enforcement  of  CRA 
and  the  Fair  lending  laws,  publically  reported  small  business  lending, 
and  utilizing  and  supporting  the  strong  existing  network  of  CBDs  and 
CDFIs  will  also  help  us  realize  major  progress  in  this  area. 


END 
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Tom  Kenyon 

Cecehe  Blakey 

George  N,  Buntin 

Jane  English 

Ed  Block 

Colleen  Grogan  Moore 

Robert  Zdenek 

Conrad  E.  Egan 

Charles  Kamasaki 

Barbara  J.  Thompson 

James  W,  Head 

Clifford  N.  Rosenthal 

Patrick  Morrissy 

Cathy  Cloud 

Vernon  Douglas 

Doug  Peterson 

Barry  Zigas 

Bud  Kanitz 

Molly  Yard 

Roberto  Nazario 

Neal  Natbanson 

Jennifer  Blake 

Fred  Small 

Richard  Mathews 

Ed  McNamara 

Cecilia  F  Tkaczyk 

George  Knight 

Richelle  Friedman 

George  Hepburn 

William  Linder 

Joe  Gliding 

PhyUis  Salowe-Kaye 

Anne  Li 

Veronica  Barela 

Jackie  Bell 

Kathryn  Wylde 

Judith  Calogero 

John  Brown 

Eileen  Shute 

Kevin  Knudsen 
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Northwest  Baltimore  Corporation  Baltimore,  MD 

North  Carolina  Association  of  Community  Development  Corporation  Raleigh,  NC 

North  Carolina  Low  Income  Housing  Coalition  Raleigh,  NC 

North  Carolina  Rural  Economic  Development  Center,  Inc.  Raleigh.  NC 

Northern  Cahfomia  Community  Loan  Fund  San  Francisco,  CA 

iOOO  Friends  of  Florida  Tallahassee.  FL 

Ohio  Community  Development  Finance  Fund  Columbus.  Ohio 

Oakland  Livingston  Human  Service  Agency  Pontiac,  MI 

Orange  County  Community  Housing  Corporation  Santa  Ana,  CA 

Pahn  Beach  County  Housing  Partnership.  Inc.  West  Palm  Beach.  FL 

Portable  Practical  Educational  Preparation.  Inc.  Tucson,  AZ 

Portland  Housing  Center  Portland,  OR 

Pittsburgh  Community  Reinveslmenl  Group  Pittsburgh.  PA 

RehabilitaUon  Support  Services,  Inc  Albany.  NY 

Reid  Park  Associates  Charlotte.  NC 

Revive  Arizona!  {Arizona  Chamber  of  Commerce  Foundation)  Phoenix,  AZ 

River  City  Community  Development  Corporation  Elizabeth  City.  NC 

Rocky  Mount/Edgecombe  Community  Development  Corporation  Rock  Mount.  NC 

Rural  Community  Assistance  Corporation  Sacramento.  CA 

Rural  Housing  Coahtion  Washington.  DC 
Rural  Housing  Improvement,  Inc.  Winchendon.  MA 

Rural  Law  Center.  Inc  Apopka,  FL 

Rural  Opportunities,  Inc  Rochester,  NY 

Sail  Lake  Neighborhood  Services,  Inc.  Salt  Lake  City,  UT 

Schenectady  Community  Action  Program.  Inc.  Schenectady.  NY 

Self-Help  Enterpnses  Visalia,  CA 

SOBRO  South  Bronx  Overall  Economic  Development  Corporation  Bronx,  NY 

Somerville  Community  Corporation  Somerville,  MA 

South  Carolina  Institute  On  Poverty  And  Deprivation,  Inc.  Columbia,  SC 

South  County  Community  Action  Peace  Dale.  RI 

South  East  Economic  Development  San  Francisco 

Southern  Finance  Project  Charlotte.  NC 

South  of  Main  Development  Corporation  Columbus.  OH 

Southern  Neighborhoods  Network  Nashville.  TN 

Southern  Nevada  Reinvestment  &  Affordable  Housing  Committee  Las  Vegas,  NV 

St.  John  Community  Development  Corporation  Miami,  FL 

St.  Petersburg  Neighborhood  Housing  Services  St.  Petersburg,  FL 

Syracuse  United  Neighbors  Syracuse,  NY 

Tent  City  Corporation  Boston,  MA 

Texas  Development  Institute  Austin,  TX 

Texas  Low  Income  Housing  Information  Service  Austin.  TX 

Texas  Rural  Legal  Aid,  Inc  Plainview,  TX 

The  Charles  Stewart  Mott  Foundation  Flint.  MI 

The  Discount  Foundation  Boston.  MA 

The  George  Gund  Foundation  Cleveland.  OH 

The  Martin  Luther  King  Jr.  Center  for  Nonviolent  Social  Change,  Inc.  Atlanta,  GA 

The  Pnmavera  Foundation  Tucson.  AZ 

The  Rural  Coalition  Washington,  DC 

The  Surdna  Foundation,  Inc  New  York,  NY 

The  William  and  Flora  Hewlett  Foundation  Menlo  Park.  CA 

Tri-County  Commission  for  Community  Action  Hamsburg,  PA 

Umdos  Para  La  Gente  San  Marcos,  TX 

Union  Neighborhood  Assistance  Corporation  Boston,  MA 

United  Communities  Against  Poverty  (UCAP)  Capitol  Heights,  MD 

United  Gainesville  Community  Development  Corporation.  Inc.  Gainesville,  FL 

Urban  Edge  Housing  Corporation  Jamaica  Plain,  MA 

U.S.  Catholic  Conference  Washington,  DC 

U.S.  Conference  of  Mayors  Washington,  DC 


Pamela  J.  Kmg 

Abdul  SM  Rasheed 

Linda  S  Shaw 

Kenneth  Flowers 

Paul  Sussman 

Jamie  Ross 

James  R.  Klein 

Diana  L.  Stahl 

Allen  Baldwin 

George  Steele 

James  Farias 

Peg  Malloy 

Stanley  A.  Lowe 

Carol  Pianco 

Jackie  Edwards 

Sandra  L.  Femiza 

Lenora  Jarvis  Mackey 

Joyce  M.  Dickens 

Wilham  French 

Alison  Feighan 

Earnest  Beresh 

Carl  M,  Webster 

Lee  Beaulac 

Maria  Garciaz 

Michael  Tracy-Ireland 

Peter  Carey 

Joseph  Vincent 

Bill  Shelton 

Marvin  I.  Lare 

John  D.  Glasheen 

Bert  Anderson 

Tom  Schlesinger 

Shawn  Thompson 

Gene  TeSelle 

Barbara  Buckley 

David  Days 

JoAnn  Nesbitt 

Stephen  Cogswell 

Bob  Jacobson 

Larry  D.  Swift 

John  Henneberger 

Amy  Hall 

Ruth  L.  Goins 

Susan  Chinn 

David  Bergholz 

Ernest  Jackson 

Gordon  Packard 

Loretle  Piciano-Hansen 

Ed  Skloot 

Nicholas  Bollman 

Linda  Figueroa 

Mary  Complon 

Bruce  Marks 

Doris  M-  Adams 

Vian  Cockerham 

Mossik  Hacobian 

Tom  Sheilabarger 

Eugene  Lowe 
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Utah  Issues  Salt  Lake  City.  UT  Steve  Erickson 

Vermont  Hous.ng  &  Conservation  Board  Montpeher.  VT  ''"chlJ!!';''^ 

..>  ^ipnttip  WA  aharon  Lee 

Washington  Re,„vestmen.  Alhance  WhUe  Ptos  NY  Blossom  Blum 

Westchester  Restdenfal  Opportumfes.  Inc.  Chtlo     L  Malcolm  Bush 

Woodstock  institute  Ch^cago^lL  ^.Oiu,  James 

Yazoo  Community  Action.  Inc.  lazoo,  ma  ^„,„„ 

Youth  Build  USA  Behnont.  MA  Melvyn  Colon 

Total    Members    232 
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IV.  INCREASE  LOCAL  CRA  CAPACITY 

Critical  10  promoUng  effective  community  reinvestment  is  support  of 
local  access  to  information  and  technical  assistance  which  enables 
communities  to  assess  needs,  evaluate  local  financial  institution 
performance,  idenUfy  and  secure  technical  assistance  providers, 
develop  community  reinvestment  stfategies  and  more,  NCRC  will 
make  available  data,  bibliographies,  case  studies  bank  ratings, 
sample  community  reinvestment  agreements  and  other  information 
which  assists  communities  in  promoting  and  increasing  local 
community  reinvesunent. 

V.  BUILD  NETWORK/EXPAND  CONSTITUENCY 

NCRC  recognizes  that  its  ability  to  affect  community  reinvestment 
policy  at  the  national  level  requires  a  committed  and  diverse 
Membership.  Therefore  a  major  role  of  the  Coahuon  will  be  to 
involve  organizaUons  active  in  community  reinvesunent  and 
enfranchise  those  not  yet  acUve  in  the  field.  CriUcal  to  the  Coahlion 
is  its  abihty  to  maintain  a  geographically,  racially,  programmatically 
and  ethnically  diverse  Membership. 


Minority  and  tou'  income  people  suffer  from  unfair  access  to  credit 


NATIONA 

COMMUNITY 

REINVESTMENT 

COALITION 
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John  E.  Taylor       Executive  Director 


Suite  1010 

1875  Connecticut  Ave.,  NW 

Washington,  DC  20009 

202  986-7898  Fax  202  986-7475 


NATIONAL 
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COALITION 


AO^ 


109 


AO^ 


NCRC  MISSION 

NCRC  is  a  diverse  coalition  of  local,  regional  and  nalional 
organizations  who  joined  together  to  promote  greater  access  to 
credit  by  low-income,  minoritv,  and  other  disadvantaged  communi- 
ties through  effective  use  of  the  Community  Reinvestment  Act 
(CIW)  The  Coalition  s  members  include  organizations  involved  in 
civil  righLs.  affordable  housing,  local  economic  development, 
consumer  action,  and  community  reinvestment. 

NCRC  firmly  beheves  private  financial  institutions'  withdrawal  of 
credit  and  services  from  certain  neighborhoods  has  exacerbated 
the  economic  dechne  of  these  areas  The  lack  of  mortgi^e  loans, 
small  business  loans,  bank  branches,  low  cost  checking  accounLs, 
home  improvement  loans,  and  adequate  bank  services  are 
common  problems  in  disadvantaged  neighborhoods,  NCRC's 
primary  goal  is  to  improve  the  community  reinvestment  climate 
nationally  to  enable  local  groups  to  effectively  increase  local 
investment  and  promote  awareness  of  bank  credit  and  service 
issues. 

Toward  this  end,  NCRC  works  to  increase  the  capacity  of  local 
organizations  involved  in  credit  and  access  issues;  improve  the 
regulatory  system  for  CRA  compliance  and  Home  Mortgage 
Disclosure  Act  (HMDA)  reporting;  and  fink  local  groups  to 
stimulate  partnership  efforts  among  banks,  government  agencies, 
community-based  groups,  and  private  intermediary  organizations. 


Fmm  left  to  right:  NCRC 
members  Stanley  Lowe. 
Pittsburgh  Community 
Reinivstment  Group, 
Charles  Kamasaki, 
National  Council  ofUi 
Raza.  and  John  Taylor. 
Executiie  Director.  NCRC 
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lUorris  Williams.  NCRC  member  from 

Coalition  of  Neighborhoods  testifying  before  a  congressional 

subcommittee- 


NCRC:  REBUILDING  LOCAL 
COMMUNITIES  THROUGH  NATIONAL 
ADVOCACY  AND  ACTION 

In  1990,  SLXleen  organizations,  primarily  with  nalional  or  regional 
constihiencies,  met  to  organize  a  coalition  whose  singular  purpose 
was  to  increase  the  Oow  of  capital  to  low-income  and  minority 
communities.  Led  by  such  organizations  as  ACORN.  NAACP, 
Enterprise  Foundation.  National  Council  of  La  Raza.  USC.  the  Center 
for  Community  Change,  Nalional  Congress  for  Community  Economic 
Development.  Consumers  Union,  Nalional  League  of  Cities,  McAuley 
Institute,  and  several  local  groups,  diese  founding  organizations 
created  the  Nadonal  Community  Reinve.sunent  CoaUdon  in  1991 

Today  NCRC  has  an  active  and  committed  membership  representing 
tens  of  thousands  of  constituents  nationwide.  Cridcal  to  the 
formation  and  success  of  NCRC  is  its  diverse  constiniency.  The 
Coahtion  is  comprised  of  member  organizations  which  are 
nonprofit  development  organizations,  advocacy  organizations, 
financing  intermediaries,  ciiil  rights  organizations,  fair  housing 
groups,  unions,  women's  advocacy  groups,  consumer  groups,  and 
more.  Our  members  serve  ,African-.\mericans,  Native  Americans, 
Hispanics,  women,  low-income  populations,  and  new  immigrants. 
Moreover,  die  Coalidon's  membership  is  geographically  diverse, 
representing  rural  and  urban  communities  from  all  regions  of  the 
country.  The  Coafidon's  broad  and  diverse  constitoency  demon- 
strates that  community  reinvestment  is  a  critical  issue  to  all 
communities 


no 


In  1991.  its  first  year  of  operation,  the  Coalition  had  several  key 
successes  NCRC  fought  in  Congress  10  defeat  the  so-called  Kanjorsld 
and  Shelby/Mack  Amendments,  which  would  have  effectively  gutted 
CIW  by  instituting  small  bank  exemptions  and  safe  harbor  provisions. 
In  1992  NCRC  was  equally  active  in  advocating  for  the  defeat  of 
Senator  Mack's  Amendment  » 10  which  would  also  have  gutted  CRA. 


Percentages  of  mortgage  loan  ap|)llcants 
turned  dovm  in  1990 


HMDA  study  by  Federal  ftesenv  Board  shows  disparate  lending. 
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COALITION  SUPPORTERS 

The  Coalition  acknowledges  and  expresses  its  deepest  appreciation  for 
the  financial  and  organizational  support  of  all  of  its  friends,  members, 
founders,  and  contnbutors  In  particular,  NCRC  is  gratehil  to  the 
commitments  and  support  of  the  following  generous  contributors. 

The  George  Gund  Foundation 

The  William  and  Flora  Hewlett  Foundation 

The  Charles  Stewart  Mott  Foundation 

The  Surdna  Foundation 

Center  for  Community  Change 

Consumers  Union 

Enterprise  Social  InvesUnenl  Corporation  of  the  Enterprise  Foundation 

Local  Initiatives  Support  Corporation 

National  AUiance  to  End  Homelessness 

National  Congress  for  Community  Economic  Development 

National  Council  of  La  Raza 


MEMBERSHIP  APPUCATION 

Please  indicate  your  participation  by  filling  out  and 
signing  this  form 


Names  of  individuals  from  your  organization  who  \ 
participate: 


Name  of  Prim,ir\  (.onlacl 

Tille 

Name 

Til  It- 

Name 

Title 

Street  Addre.s.s 

City  Slale.'Zip  Ctjde 

Phone  Number                                            I'ax  Number 
Check  enclosed  for $25  for  local  group $100  for 


Please  return  this  form  and  dues  to  NCRC, 

1875  Connecticut  Ave.,  NW,  Suite  1010.  Washington,  DC  20009 


(Check  ( 


Yes,  our  organization  subscribes  to  the  NCRC  statement  of 

objectives  and  commits  to  participating  as  a  member  of  the 
Coalition.  We  understand  that  this  will  entail  the  payment  of 
nominal  annual  dues  of  $25  for  local  groups  and  $100  for 
national  organizations.  These  dues  are  waivable  if  we  are 
unable  to  make  a  financial  commitment,  in  which  case  a 
voluntary  level  of  participation  can  be  substiluled  upon  waiver 
by  the  Coalition's  Board. 


We  can  pledge,  in  addition  to  our  dues. 


by_ 


contnbutit 


lof 


■  are  unable  to  participate. 


Ill 
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NCEC 


NCRC  MEMBERSHIP  BENEFITS 

Legislative  and  regulatory  updates  disseminated  at  Coalition  forums 
and  throu^  mailings. 

Opportunity  (o  work  with  other  members  to  affect  legislative  and 
regulatory  processes  in  a  timely  and  stralejpc  manner. 

Access  to  regional  conferences  and  training  to  be  sponsored  in 
whole  or  part  by  the  Coalition. 

Distribution  of  information  collected  concerning  financial 
institutions'  regulatory  CRA  ratings  as  they  are  released  and  related 
analysis. 

Opportunity  to  participate  with  all  sectors  of  the  community 
reinvesunent  field  -  national/regional/state/local  -  and  to  share 
information  and  experiences. 

Collective  access  to  regulatory  agency  officials  thai  otherwise  is 
generally  not  available  to  individual  groups  and  organizations. 

Provides  national  legitimacy  and  abihty  to  persuade  funding 
sources  to  increase  philanthropic  giving  to  community  reinvestment 
work. 

Opportunity  to  ally  with  orgamzations  and  interests  such  as  labor, 
civil  rights,  and  church  groups,  interested  in  involving  their 
individual  members  in  supporting  CRA  work. 

Sigjiificant  opportunity  for  leadership  development,  both  nationally 
and  locally,  for  people  to  become  involved  in  CRA  work  and  for 
those  who  viill  serve  on  the  Board  of  the  Coahtion,  including 
minorities,  constituencies  new  to  CRA  work,  and  representatives  of 
local  organizations. 


ORGANIZATIONAL  AGENDA 

NCRC  has  an  aggressive  and  expansive  agenda  which  seeks  to 
increase  access  to  financial  institutions'  credit  and  services  by  low- 
income  and  minoritv  individuals  and  communities.  By  working  with 
local,  regional,  and  national  organizauons,  NCRC  is  working  to 
reverse  disinvestment  patterns  in  order  to  rebuild  local  communi- 


!n  addition  to  its  professional  stafi^,  NCRC  utiUzes  the  r 
skills,  and  expertise  of  its  Board  of  Directors,  Members,  and  a 
network  of  professionals  to  carry  out  its  full  agenda.  The  Coahtion 
focuses  on  the  following  five  primary  work  areas: 

I.  LEGISLATIVE  &  REGULATORY  ACnVITY 

NCRC  believes  that  building  eflfective  local  community  reinvestment 
programs  relates  directly  to  federal  fair  lending  and  fair  credit 
legislation  and  regulations,  ^s  such,  NCRC  works  with  Congress  and 
the  various  bank  regulatory  agencies  to  preserve  and  strengthen 
existing  legislation  as  well  as  to  promote  increased  enforcement 
and  appUcation  of  these  laws  to  meet  local  needs. 

II.  BUILD  PUBLIC  UNDERSTANDING  OF  CRA 

Effective  and  increased  community  reinvestment  is  directly 
connected  to  building  the  public  understanding  of  CRA  and  related 
fair  credit  laws  This  necessitates  thorough  and  consistent  media 
attention  on  the  investment  needs  of  target  neighborhoods  and 
individuals  (urban  and  rural)  as  well  as  the  role  of  financial 
institutions  m  meeting  those  needs  and  in  promoting  the  overall 
well-being  of  a  community:  NCRC  works  to  build  greater  pubUc 
awareness  of  the  need  for  sustained  and  fair  community  reinvest- 
ment. 

III.  INCREASE  FUNDING  SUPPORT 

NCRC  recognizes  that,  at  best,  financially  sustaining  a  community 
reinvesunent  agenda.  sirateg\,  program,  etc.,  is  difficult  since 
funding  support  is  often  difficult  to  obtain.  NCRC  works  to  increase 
the  pool  of  funders  who  recognize  conmiunity  reinvestment  as  an 
activity  appropriate  for  funding.  Further  NCRC  works  to  identify  and 
develop  successhil  hinding  strategies  which  assist  local  organiza- 
tions in  their  community  reinvesunent  efforts.  Finally,  NCRC  works 
to  identify  new  and  alternate  sources  of  hinding  to  support 
reinvesunent  efforts. 
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PREPARED  STATEMENT  OF  DIMITRI  B.  PAPADIMITRIOU 

for  Hearings  of  the  Committee  on  Small  Business  Subcommittee  on  Regulation, 

Business  Opportunities,  and  Technology 

Monday,  June  7,  1993 

2359  Rayburn  House  Office  Building 

Washington,  DC 


Changes  in  the  Financial  Industry 

The  past  five  years  have  seen  a  decline  in  the  number  of  independent  financing  outlets  for 
businesses.  At  the  same  time,  there  has  been  a  shift  in  the  size  distribution  of  banks  and  savings 
and  loan  institutions  in  favor  of  larger  banks  interested  in  "large  deal"  financing.  The  credit 
crunch  has  had  a  dramatic  impact  on  small  and  family-owned  businesses.  Examples  of  the  credit 
crunch  facing  small  and  family-owned  enterprises  abound  and  range  from  the  recent  elimination  of 
business  credit  on  inventory  purchases  by  factoring  companies  to  the  inability  of  many  small  firms 
to  obtain  shon-  and  intermediate-term  financing  for  operational  and  capital  needs. 

These  changes  in  the  American  economic  landscape  are  important  factors  resulting  in  the 
credit  crunch  facing  small  businesses.  Banks  now  find  it  unprofitable  to  service  the  smallest  enter- 
prises. These  were  never  well  served  by  the  banking  community  and  are  now  being  served  even 
more  poorly.  The  proposal  for  community  development  banks  (along  with  other  programs  such  as 
those  operated  by  the  Small  Business  Administration)  would  increase  the  supply  of  short-term  cred- 
it to  small  businesses. 

The  global  banking  and  financial  system  is  in  a  state  of  flux.  Advances  in  technology,  coupled 
with  the  increased  globalization  of  the  world  economy,  have  set  in  motion  forces  that  will  funda- 
mentally change  the  nature  of  the  banking  and  financial  system  in  the  years  ahead.  The  challenge  of 
policy  makers  will  be  to  formulate  policies  that  will  assure  that  the  credit  needs  of  businesses  and 
consumers  are  met,  while  at  the  same  time  assuring  a  safe  and  stable  payments  system.  Contrary  to 
the  views  of  some,  however,  these  forces  will  not  eliminate  the  need  for  small,  community-oriented 
banks.  Competition  from  other  large  non-bank  financial  institutions  and  economies  of  scale  will 
raise  the  minimum  size  of  transaaions  handled  by  large,  diversified  financial  institutions,  including 
commercial  banks.  These  large  institutions  will  be  less  suited  to  meet  the  needs  of  the  small  bor- 
rower and  small  depositor.  Provided  the  institutional  climate  is  conducive,  smaller,  specialized,  and 
community-oriented  financial  institutions  would  be  expected  to  thrive  and  grow  to  meet  the 
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demands  of  the  small  business  and  small  consumer.  It  will  take  time  to  generate  these  new  institu- 
tions, and  there  is  the  danger  that  in  the  interim  small  firms  will  face  a  credit  squeeze,  while  small 
depositors  are  priced  out  of  banking  services.  The  federal  government  and  the  U.S.  Congress  can 
play  an  imponant  role  in  fostering  a  climate  that  will  speed  the  creation  of  these  institutions  by 
providing  an  equity  infusion  for  community  development  banks.  It  is  for  these  reasons  that  my  col- 
leagues Hyman  Minsky,  Ronnie  J.  Phillips,  and  L.  Randall  Wray  and  I  have  supported  the  concept 
of  community  development  banks  (CDBs),  and  have  developed  a  proposal  to  establish  a  nation- 
wide network  of  CDBs,  as  detailed  in  a  Levy  Economics  Institute  Public  Policy  Brief,  No.  3, 
"Community  Development  Banking:  A  Proposal  to  Establish  a  Nationwide  System  of  Community 
Development  Banks"  (January  1993). 


Community  Banking  Needs 

Commercial  banks  are  less  able  and  willing  to  provide  financial  services  for  micro-sized  busi- 
nesses and  low-income,  low-wealth  households.  First,  evidence  suggests  that  traditional  banks  are 
reluctant  to  make  loans  to  firms  that  are  small,  perceived  as  risky,  and  whose  management  is  inex- 
perienced, or  firms  that  have  not  had  an  established  banking  relationship  with  them.  Because  of 
this,  firms  are  then  denied  access  to  credit,  and  find  it  difficult  to  establish  the  ties  that  are  a  prereq- 
uisite to  obtaining  bank  loans.  This  situation  is  funher  aggravated,  since  due  to  their  small  size, 
these  firms  lack  market  power.  Yet  the  vitality  of  the  American  economy  depends  on  the  continual 
creation  of  new  and,  initially,  small  firms.  It  is  in  the  public  interest,  therefore,  to  foster  the  cre- 
ation of  new  entrants  into  industry,  trade,  and  finance,  and  also  to  create  banking  institutions  that 
specialize  in  financing  small  businesses. 

Second,  increased  competition  from  "non-bank  banks,"  such  as  money  market  mutual  funds, 
.tends  to  raise  the  interest  rate  that  has  to  be  paid  to  anract  deposits.  As  the  costs  of  attracting 
deposits  rise,  banks  and  thrifts  turn  to  increased  fees  in  an  attempt  to  cover  these  costs.  The  fees 
on  non-interest-bearing  checking  accounts,  for  example,  rose  from  approximately  $27  to  $35  in 
1977  (at  1991  prices)  to  $60  to  %66  by  1991.  Banks  have  also  raised  minimum  account  balance 
requirements.  Rising  fees  and  higher  minimum  balances  have  forced  a  segment  of  the  population 
out  of  the  traditional  banking  system.  Many  of  those  who  have  left  the  banking  system  have 
turned  to  "fringe  banking" — primarily  pawnshops  and  check-cashing  facilities.  John  Caskey 
(1993)  reports  that  currently,  about  41%  of  households  with  income  below  $12,000  have  no 
deposit  account  (up  from  9.5%  in  1977);  and  31%  of  those  with  income  below  $18,000  have  no 
deposit  account.  These  households  are  generally  forced  to  use  check-cashing  facilities.  Most  users 
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of  check-cashing  facilities  are  low-to-middle-income  workers  or  recipients  of  government  transfers; 
they  tend  to  be  young  and  non-white.  Regular  users  typically  do  not  have  a  bank  account.  In  a 
study  of  three  New  Jersey  counties,  it  was  found  that  almost  half  of  all  AFDC  checks  issued  in  the 
counties  were  cashed  at  check-cashing  facilities.  Of  the  users  interviewed  as  they  left  facilities  after 
cashing  their  AFDC  checks,  it  was  found  that  92%  did  not  have  bank  accounts.  Because  banks  and 
thrifts  will  not  normally  cash  checks  of  non-customers,  low-income  households  without  bank 
accounts  rely  to  a  great  extent  on  check-cashing  facilities.  (A  national  survey,  which  included  pri- 
marily urban  areas  in  fifteen  states  plus  the  District  of  Columbia,  found  that  71%  of  urban  banks 
and  thrifts  would  not  even  cash  a  government  check  for  a  non-depositor  at  any  price;  only  14% 
would  do  it  without  charge;  the  remainder  would  do  it  for  a  fee.)  The  fees  charged  for  cashing 
checks  vary — 1.5%  to  as  high  as  15% — and  depend  on  the  type  of  check  cashed,  location,  and 
whether  the  check-cashing  facility  operates  in  a  state  that  regulates  such  fees  (Caskey,  1993). 

Because  only  5%  of  households  without  deposit  accounts  have  credit  cards,  the  vast  majority 
of  these  low-income  households  without  deposit  accounts  would  not  have  credit  cards.  In  contrast, 
63%  of  those  with  deposit  accounts  do  have  credit  cards.  Households  without  access  to  credit  are 
often  forced  to  pawn  their  valuables  as  collateral  against  loans.  The  typical  user  of  a  pawnshop 
earns  $8,000  to  $16,000  per  year,  lives  pay  check  to  pay  check,  does  not  have  a  checking  account 
or  credit  card,  and  borrows  less  than  $50  at  an  interest  rate  that  commonly  reaches  240%  per  year; 
80%  of  the  "customers"  are  repeat  users,  caught  in  this  costly  cycle  of  pawning  valuables  at  very 
high  interest  rates  because  they  lack  access  to  the  short-term  credit  provided  by  credit  cards. 

A  well-designed  CDB  system  could  provide  an  efficient  and  equitable  alternative  to  expensive 
fringe-banking.  At  the  same  time,  it  could  bring  many  of  those  now  excluded  into  the  payments 
system  that  most  Americans  use.  Furthermore,  it  would  offer  a  safe  and  secure  repository  for  sav- 
ings, encouraging  thrift  in  low-income  communities  that  currendy  do  not  have  adequate  access  to 
traditional  banks.  Finally,  it  could  use  the  funds  of  the  community  as  a  basis  for  loans  to  the  com- 
munity, playing  a  most  important  role  in  that  community's  economic  development. 

Geographic  and  functional  specialization  will  allow  the  CDBs  to  face  lower  costs  in  cenain 
well-defined  markets  or  "niches."  As  the  CDBs  establish  a  customer  base  in  the  targeted  communi- 
ty, they  will  be  able  to  make  the  "small  deals"  that  would  not  be  sufficiently  profitable  for  tradi- 
tional financial  institutions.  In  some  cases,  the  success  of  the  CDBs  will  encourage  the  traditional 
lenders  also  to  move  into  these  communities.  Undoubtedly,  this  would  be  viewed  as  a  success. 

Financial  institutions  are  prohibited  from  engaging  in  discriminatory  activity  by  the  Equal 
Credit  Opportunity  Act  and  the  Fair  Housing  Act.  The  Home  Mortgage  Disclosure  Act  mandates 
disclosure  of  data  that  help  to  determine  whether  financial  institutions  are  discriminating.  Whether 
or  not  financial  institutions  regularly  engage  in  de  jure  discrimination,  there  is  substantial  evidence 
of  de  faao  discrimination  by  race.  (It  must  be  emphasized,  however,  the  data  are  not  conclusive  and 
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probably  cannot  be.)  Furthermore,  it  is  not  necessarily  illegal  to  discriminate  on  the  basis  of  income 
or  wealth;  indeed,  these  factors  are  explicitly  used  to  determine  credit-worthiness.  Although  these 
issues  are  very  complex,  a  convincing  case  can  be  made  that  certain  segments  of  the  community,  par- 
ticularly low-income,  low-wealth  minorities,  are  systematically  denied  equal  access  to  credit. 

Unlike  discrimination,  which  has  to  do  with  the  borrower's  characteristics,  redlining  has  to  do 
with  the  characteristics  of  the  borrower's  neighborhood.  A  bank  that  engages  in  redlining  demar- 
cates an  area  in  which  it  will  not  normally  lend.  This  need  not  be  irrational:  some  neighborhoods 
will  have  much  higher  default  rates  than  others;  because  of  "spillovers"  or  "externalities,"  two 
individuals  identical  in  every  way  might  experience  very  different  default  rates  merely  because  they 
hve  or  do  business  in  different  neighborhoods.  If  credit  is  systematically  denied  to  a  neighborhood, 
that  community  will  almost  certainly  suffer  economic  decline.  The  value  of  fixed  assets  of  the  com- 
munity, particularly  homes  or  small  businesses,  will  be  affected  by  redlining  and  the  concomitant 
spillovers  (Dymski,  1993).  For  these  assets,  the  value  is  not  determined  only  by  the  asset's  own  con- 
dition, but  also  by  that  of  the  perceived  condition  of  the  whole  neighborhood. 

There  is  evidence  of  discrimination  and  of  redlining.  In  October  1991,  data  from  the  Home 
Mortgage  Disclosure  Act  (HMDA)  indicated  that  minorities  receive  loans  at  a  rate  far  lower  than 
comparable  whites.  As  an  example,  based  on  data  for  the  nation  as  a  whole,  blacks  are  turned 
down  two  and  one-half  times  more  frequently  than  whites.  According  to  a  study  by  the  Federal 
Reserve  Bank  of  Boston,  even  after  taking  account  of  economic  and  other  non-racial  factors 
(income,  wealth,  lower  value  of  housing),  housing  and  mortgage  credit  markets  function  in  a  way 
that  hurts  black  neighborhoods  in  Boston  (Bradbury,  Case,  and  Dunham,  1989).  Indeed,  the 
authors  found  that  the  ratio  of  mortgage  loans  to  housing  varies  systematically  by  race;  black 
neighborhoods  receive  24%  fewer  mortgages,  even  after  controlling  for  a  variety  of  non-racial  vari- 
ables. Minority  applicants  were  60%  more  likely  than  whites  to  be  rejeaed  for  mortgages,  even 
after  controlling  for  the  non-racial  variables. 

If  minorities  do  not  receive  loans  because  of  discrimination,  laws  should  be  strengthened  to 
end  such  practices.  However,  if  they  do  not  receive  loans  because  of  factors,  such  as  the  existence 
of  spillovers,  that  are  beyond  the  control  of  individual  banks  or  of  borrowers,  then  the  government 
must  play  a  role  in  assuring  that  adequate  credit  is  available.  My  colleagues  Ronnie  J.  Phillips  and 
L.  Randall  Wray  and  I  have  argued  elsewhere  (Levy  Economics  Institute  Public  Policy  Brief,  No.  6, 
"A  Path  to  Community  Development:  The  Community  Reinvestment  Act,  Lending  Discrimination, 
and  the  Role  of  Community  Development  Banks,"  May  1993)  that  there  are  three  main  factors 
that  have  hindered  the  ability  of  low-income,  low-wealth,  and  frequently  minority  residents  of  cer- 
tain communities  to  obtain  household  and  business  credit:  increased  securitization  of  loans, 
decreasing  numbers  of  bank  branch  offices  (particularly  in  low-income  neighborhoods),  and  lack  of 
famiharity  of  traditional  bankers  with  those  communities  that  are  underserved. 
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The  Role  of  Community  Development  Banks 

The  establishment  of  a  nationwide  network  of  CDBs  provides  the  means  to  address  the  issue 
of  access  to  credit  in  communities  where  lending  is  severely  curtailed.  CDBs  can  enhance  the  wel- 
fare of  low-income  citizens,  inner-city  minorities,  and  entrepreneurs  seeking  small-scale  financing 
for  their  businesses.  The  basic  functions  of  the  CDBs  include:  (a)  the  payment  system  for  check 
cashing  and  clearing,  and  credit  and  debit  cards,  (b)  the  secure  depositories  for  savings  and  transac- 
tion balances,  (c)  mortgage  financing,  home  rehabilitation,  and  improvement  loans  for  households, 
and  (d)  commercial  banking  services  for  loans,  payroll  services,  and  advice.  To  be  sure,  there  also 
exist  the  functions  of  investment  banking  and  asset  management,  but  these  are  less  important  for 
the  segments  of  the  population  that  these  CDBs  will  serve. 

The  community  service  aspects  of  the  proposed  CDBs  involve  the  payment  mechanism  and  the 
savings  facility.  These  require  none  of  the  skills  of  the  banker  who  takes  risks.  Under  our  proposal 
(Levy  Economics  Institute  Public  Policy  Brief,  No.  3),  each  CDB  would  offer  deposit  and  savings 
accounts,  check-cashing  services  for  depositors,  automatic  deposit  of  payroll  and  government 
checks,  automatic  payment  (with  customer  authorization)  of  certain  monthly  bills,  and  credit  cards 
(with  a  small  line  of  credit  determined  by  the  customer's  deposit  and  credit  history).  This  will 
enable  customers  to  achieve  substantial  savings  over  the  costs  of  transactions  at  check-cashing  facil- 
ities (or  traditional  banks)  and  over  the  costs  of  short-term  credit  provided  by  pawnshops;  it  will 
encourage  thrift  and  responsible  financial  behavior  of  customers;  and  it  will  provide  a  source  of 
funds  to  be  "reinvested"  in  the  community  by  the  CDB  through  its  loan-making  activity. 

Moreover,  the  CDB  will  offer  commercial  transactions  accounts  to  the  ongoing  and  newly 
established  small  businesses  in  its  targeted  area,  and  do  some  or  all  of  their  financing  for  the  short 
and  intermediate  term.  It  will  also  provide  various  business  services  such  as  the  preparation  and 
payment  of  payrolls  and  the  cashing  and  automatic  depositing  of  customers'  employee  checks. 
Finally,  it  will  aa  as  a  participant-consultant  to  foster  a  successful  relationship  so  that  new  loans 
can  be  extended,  if  necessary,  while  old  loans  are  paid. 

The  basic  assumption  underlying  the  community  development  bank  is  that  all  areas  of  the 
country  need  banks  that  are  clearly  oriented  toward  the  small  customer:  households  that  have  a 
low  net  worth,  a  small  IRA  account,  and  a  small  transactions  account;  and  businesses  that  need 
financing  measured  in  thousands  rather  than  millions  or  biUions  of  dollars. 
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South  Shore  Bank:  How  Relevant? 

The  most  successful  community  development  bank,  and  the  oldest,  is  the  Shorebank 
Corporation  of  Chicago,  a  holding  company  that  includes  South  Shore  Bank,  a  real  estate  develop- 
ment corporation,  a  small  venture  capital  firm,  and  the  Neighborhood  Institute,  which  offers 
among  its  services  low-income  housing  development,  remedial  education,  and  vocational  training. 
On  the  asset  side,  its  greatest  success  has  been  residential  mortgages,  typically  made  on  the  condi- 
tion that  the  structures  be  renovated  and  improved.  The  loan-loss  ratio  at  Shorebank  in  1990  was 
0.46%  and  in  1991  was  0.67%.  The  key  to  its  success  is  residential  housing:  as  Ronald  Grzywinski 
of  Shorebank  acknowledged,  "The  principal  small  business  of  Shorebank  was  quite  simply  hous- 
ing." 

The  other  CDB  commonly  referred  to  as  a  potential  model  is  the  Southern  Development 
Bancorporation,  parent  of  Elk  Horn  Bank  &C  Trust  Company  in  Arkansas.  It  uses  a  subsidiary 
called  the  Good  Faith  Fund,  which  offers  loans  from  $500  to  a  few  thousand  dollars  to  low-income 
people  trying  to  start  a  business.  The  activities  in  small-business  loans  have  been  less  successful,  as 
have  attempts  to  provide  low-cost  checking  and  savings  deposits  for  the  community  residents. 

On  the  liability  side  of  the  balance  sheet,  the  most  important  innovation  of  Shorebank  has 
been  Development  Deposits,  funds  gathered  from  outside  the  community,  from  institutions  and 
individuals  who  share  the  goals  of  the  corporation.  Presently,  development  certificates  of  deposit 
account  for  almost  half  of  the  deposit  base  at  Shorebank.  Some  depositors  accept  below-market 
rates  to  subsidize  Shorebank's  work,  but  generally  tliese  deposits  offer  market  rates  of  interest. 
Rehabilitation  certificates  of  deposit,  which  typically  pay  200  basis  points  below  the  market  inter- 
est rates,  make  up  4.1%  of  Shorebank's  deposits.  Thus,  the  banks  are  subsidized  to  some  extent  by 
philanthropists  and  socially  conscious  people  including  those  outside  the  community  who  frequent- 
ly accept  a  lower  rate  of  return  on  their  money  in  exchange  for  doing  something  they  consider  an 
imponant  contribution  to  society.  This  asset/liability  structure,  which  also  carries  federal  deposit 
insurance,  has  been  the  key  to  the  success  of  the  corporation. 

The  strengths  of  existing  community  development  banks  may  turn  out  to  be  weaknesses  if 
current  policy  is  followed  as  a  national  strategy.  Attracting  funds  from  the  outside  is  important  for 
particular  CDBs,  but  to  establish  a  nationwide  group  of  banks  and  then  expect  them  to  compete 
for  funds  from  the  "socially  conscious"  public  would  be  self-defeating.  It  is  not  a  viable  long-run 
strategy  to  promote  as  a  national  policy  the  transfer,  for  example,  of  the  "socially  conscious"  funds 
of  New  York  City  to  rural  Alabama  (or  vice  versa).  A  national  policy  should  encourage  local  mar- 
kets for  the  CDB  liabilities  just  as  it  encourages  local  markets  for  the  CDB  assets.  This  will  help  to 
ensure  that  local  consumers  receive  the  broad  range  of  financial  services  needed  to  encourage  capi- 
tal development  of  the  community,  particularly  credit  services  and  transaction  services.  The  banks 
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of  a  nationwide  system  of  CDBs  cannot  rely  on  local  short-term  loans  as  a  primary  asset  while  the 
primary  liabilities  are  external  funds  because  this  ignores  the  payment  and  saving  functions  of  the 
local  community. 

A  key  aspect  of  Shorebank  is  that  its  neighborhood  was  still  perhaps  two-thirds  middle  and 
working  class  when  the  bank  came  into  existence.  Managers  of  existing  CDBs  do  not  claim  that 
their  model  would  work  in  the  very  distressed  areas  of  the  inner  cities.  A  strategy  based  on  existing 
models  would,  therefore,  neglea  those  at  the  very  bottom  of  the  economic  ladder,  who  presumably 
need  the  most  help.  Reliance  on  external  funds  ignores  the  necessary  provision  of  bank  services  to 
local  consumers.  This  is  why  it  is  important  that  a  CDB  should  be  focused  on  providing  financial 
services  in  its  community. 

The  existing  models  of  CDBs  provide  a  useful  starting  point  for  the  development  of  a  nation- 
wide strategy.  However,  we  believe  that  there  are  significant  problems  with  existing  CDBs  and 
other  proposals  that  have  been  advanced  based  on  these.  Our  own  evaluation,  which  has  been 
detailed  elsewhere  (Levy  Economics  Institute  Public  Policy  Brief,  No.  3),  convinces  us  that  the 
existing  models  should  not  serve  as  prototypes  for  a  nationwide  system  of  CDBs.  These  problems 
put  aside,  the  community  development  banks  have  been  successful,  nevertheless,  especially  in  resi- 
dential mortgages,  typically  made  on  the  condition  that  the  struaures  be  renovated  and  improved. 

In  addition,  the  existmg  CDBs  have  become  the  impetus  for  other  banks  to  enter  the  business 
of  home  rehabilitation  lending  responding  to  the  demand  from  consumers  and  to  the  successful  and 
profitable  portfolio  of  such  loans  at  the  Shorebank.  This  is  an  example  of  the  market  working  to 
the  benefit  of  both  business  and  consumer.  We  expea  that  in  a  nationwide  system,  existing  banks 
(under  pressure  of  competition)  will  respond  and  provide  competition  for  the  CDBs  especially 
when  default  rates  on  such  loans  are  lower,  as  the  experience  shows  thus  far. 


Community  Development  Bank  Proposals  and  the  CRA 

There  are  a  number  of  community  development  bank  proposals  that,  unlike  our  own,  would 
weaken  the  Community  Reinvestment  Act  (CRA)  of  1977.  We  are  critical  of  these  for  a  number  of 
reasons.  First,  the  vast  majority  of  commercial  banks  are  already  complying  with  the  requirements 
of  CRA;  we  believe  that  these  requirements  should  be  retained  and,  indeed,  strengthened,  because 
they  provide  an  opportunity  for  a  dialogue  to  take  place  between  each  commercial  bank  and  the 
public  it  is  designed  to  serve.  Second,  in  spite  of  compliance  with  CRA,  there  is  substantial  evidence 
that  de  facto  discrimination  in  lending  exists:  certain  well-identified  segments  of  society  are  system- 
atically denied  credit.  This  indicates  that  CRA  and  anti-discrimination  rules  alone  cannot  provide 
sufficient  access  to  credit  for  all  segments  of  the  community.  Third,  the  existing  financial  system 
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does  not  provide  a  sufficient  level  of  transactions,  payment,  and  savings  services  to  certain  seg- 
ments of  the  population;  furthermore,  recent  trends  (which  can  be  expected  to  continue)  have 
caused  traditional  banks  to  reduce  the  supply  of  these  services  to  those  communities  that  were 
never  well  served.  For  these  reasons,  we  advocate  the  development  of  a  system  of  CDBs  designed  to 
supplement  CRA  in  order  to  provide  needed  financial  services  to  targeted  communities  (Levy 
Economics  Institute  Public  Policy  Brief,  No.  6). 

Our  proposed  model  of  CDBs  deviates  from  other  community  development  bank  proposals  in 
four  key  ways.  First,  most  other  proposals  are  based  on  the  example  provided  by  one  of  the  exist- 
ing community  development  banks  (such  as  Shorebank  of  Chicago).  These  typically  rely  on  funds 
gathered  from  outside  the  community,  from  institutions  and  individuals  who  share  the  goals  of 
community  development  banking  and  who  are  willing  to  receive  below-market  interest  rates. 
However,  as  discussed  above,  a  nationwide  system  cannot  rely  on  "socially  conscious"  funding. 
Funhermore,  the  assets  of  some  of  the  existing  institutions  are  comprised  primarily  of  home  mort- 
gage loans.  In  contrast,  our  proposal  emphasizes  a  wider  range  of  assets,  which  is  the  key  to  revital- 
izing communities. 

Second,  our  proposal  would  create  a  Federal  Bank  for  Community  Development  Banks 
(FBCDB),  which  would  be  responsible  for  the  funding,  regulation,  and  supervision  of  the  CDBs.  It 
would  aa  as  the  central  bank,  the  correspondent  bank,  the  link  with  financial  markets,  and  the 
supervising  authority,  and  it  might  also  provide  some  clearing  services.  It  would  be  responsible  for 
training  and  for  the  testing  of  competency  of  CDB  officers  and  staff.  The  FBCDB  would  be  started 
with  an  initial  investment  of  $1  billion  by  the  Congress,  which  could  be  augmented  to  $5  billion  as 
growth  of  the  system  warrants.  It  is  designed  to  operate  at  a  profit  once  the  start-up  period  is  over. 

Third,  our  proposal  is  not  a  substitute  for  the  current  Community  Reinvestment  Aa  and  we 
do  not  believe  that  ownership  of  a  community  development  bank  should  rest  with  existing  institu- 
tions in  the  commercial  banking  seaor.  Partial  government  ownership  of  the  CDBs  gives  the  gov- 
ernment an  effective  method  of  supervision  and  control  over  each  CDB.  This  will  help  to  ensure  the 
safety  and  soundness  of  the  institutions,  as  well  as  ensuring  that  the  focus  of  the  CDBs  remains  the 
targeted  functions  and  communities  as  described  above. 

Fourth,  our  proposal  deviates  from  others  by  setting  up  a  nationwide  system  of  independent, 
for-profit  institutions.  The  FBCDB  would  match  up  to  $5  million  of  private  investment  in  each 
CDB  (so  that  as  many  as  200  CDBs  could  be  capitalized  by  the  initial  $1  billion  government  invest- 
ment in  the  FBCDB).  As  a  major  investor,  it  would  have  representation  on  each  board,  and  as  a  co- 
investor,  it  would  automatically  have  the  right  to  inspect  the  books  of  all  CDBs.  Each  CDB  would 
have  to  obtain  at  least  $1  million  in  private  equity  investments,  up  to  a  maximum  of  $5  million  of 
private  equity  (matched  by  another  $5  million  from  the  FBCDB).  Each  would  then  operate  without 
government  subsidies. 
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Conclusion 

The  plight  of  communities  suffering  due  to  job  loss,  deteriorating  housing,  lack  of  private 
enterprise,  and  declining  "economic  and  social  infrastructure"  has  been  labeled  a  central  concern 
by  Washington.  The  administration's  pledge  of  approximately  $380  million  over  four  years  for  a 
community  development  bank  network  tacitly  implies  the  inability  of  the  private  sector  to  indepen- 
dently alter  the  plight  of  poor  communities.  Private  investors  and  would-be  entrepreneurs  are  leery 
about  making  financial  commitments  to  areas  burdened  by  chronic  poverty  and  social  volatility. 
Accordingly,  there  is  an  urgent  need  to  implement  the  nationwide  CDB  network.  Access  to  lending 
and  other  banking  services  is  an  essential  missing  link  to  the  revitalization  of  distressed  communi- 
ties. 

A  realistic  timetable  of  objectives  must  be  established  for  an  urban  strategy  that  integrates  a 
wide  range  of  community  development  initiatives.  The  proposed  CDBs  cannot  be  seen  as  a  major 
factor  in  the  growth  of  the  economy.  Rather,  they  are  appropriate  responses  that  fill  a  gap  m  the 
current  institutional  structure,  and  may  well  provide  part  of  the  setting  in  which  a  cUmate  of 
opportunity  replaces  despair  for  many  segments  of  the  population. 
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Summary 


A  group  of  scholars  at  The  Jerome  Levy  Economics  Institute  of  Bard 
College  has  developed  a  plan  to  establish  a  nationwide  system  of  commu- 
nity development  banks  (CDBs).  The  urgent  need  for  such  a  measure  is 
reflected  in  the  Clinton/Gore  proposal  to  create  a  network  of  100  commu- 
nity development  banks.  The  creation  of  banks  in  communities  lacking  such 
institutions  is  critical  to  the  revitalization  of  many  communities,  and  it 
enhances  the  general  welfare  of  the  country. 

The  crux  of  this  paper  is  that  the  primary  function  of  the  financial  structure 
is  to  advance  the  capital  development  of  the  economy — to  increase  the  real 
productive  capacity  and  wealth-producing  ability  of  the  economy.  It  is 
assumed  that  capital  development  is  fostered  via  the  provision  of  a  broad 
range  of  financial  services  to  various  segments  of  the  U.S.  economy,  includ- 
ing consumers,  small  and  large  businesses,  retailers,  developers,  and  all  lev- 
els of  government.  Moreover,  the  existing  financial  structure  is  particularly 
weak  in  servicing  small  and  start-up  businesses,  and  in  servicing  certain 
consumer  groups.  Finally,  this  problem  has  become  more  acute  because  of  a 
decrease  in  the  number  of  independent  financing  alternatives  and  the  rise  in 
the  size  distribution  of  financing  sources,  which  have  increased  the  financial 
system's  bias  toward  larger  transactions. 

The  primary  goals  of  the  CDBs  are  to  deliver  credit,  payment,  and  savings 
opportunities  to  communities  not  well  served  by  banks,  and  to  provide 
financing  throughout  a  designated  area  for  businesses  too  small  to  attract 
the  interest  of  the  investment  banking  and  normal  commercial  banking 
communities.  Community  development  banks  are  premised  on  the  notion 
that  a  critical  function  of  the  financial  system  is  not  being  adequately  per- 
formed by  existing  institutions  for  well-defined  segments  of  the  population: 
low-income  citizens,  inner-city  minorities,  and  entrepreneurs  who  seek 
modest  financing  for  small  businesses. 

A  fully  funded  and  mature  CDB  would  be  expected  to  provide  many  core 
banking  services,  including: 

-  a  payment  system  and  secure  outlets  for  savings 

-  the  financing  of  housing,  consumer  debt,  and  student  loans 

-  commercial  banking  services 

-  investment  banking  services 

-  asset  management  advice  and  special  accounts 
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This  proposal  is  unique  since  it  emphasizes  the  need  for  the  development  of 
an  equitable  payment  system  for  the  bottom  quintile  of  the  population, 
which  is  generally  denied  access  to  checking  accounts  and  credit  cards. 
More  attention  should  be  given  to  this  payment  function  of  banking. 
Others  have  argued  that  commercial  banks  should  be  required  to  offer 
"life-line  accounts,"  but  this  represents  an  unnecessary  cost  that  commer- 
cial banks  can  ill  afford  at  the  present  time. 

But  by  the  same  token,  the  importance  of  bringing  the  bottom  quintile  of 
the  population  into  the  banking  system  without  burdening  them  with  exces- 
sive costs  associated  with  a  "fee  for  services"  payment  mechanism  is  also 
recognized.  For  example,  the  current  checking  component  of  the  payment 
system  is  too  expensive  for  commercial  banks  to  provide  the  small  accounts 
needed  by  those  with  low  incomes,  and  thus  cannot  serve  as  the  basis  for  a 
universal  payment  system  available  to  all.  The  CDB  system,  however,  can 
be  designed  so  that  a  profitable  payment  system  is  incorporated  within  the 
package  of  services  provided  to  the  community. 

The  funding,  regulation,  and  supervision  of  CDBs  can  be  carried  out  most 
effectively  by  the  creation  of  a  federal  bank  for  CDBs.  The  Federal  Bank  for 
Community  Development  Banks  (FBCDB)  will  be  the  clearing  bank,  the 
central  bank,  the  correspondent  bank,  the  link  with  financial  markets,  and 
the  supervising  authority  for  the  community  development  banks.  It  will 
provide  up  to  50%  of  the  equity  for  the  community  development  banks, 
and  as  an  investor  will  have  access  to  the  books  of  these  banks.  This 
FBCDB  will  also  have  the  responsibility  of  overseeing  the  development  of 
the  professional  staff  of  the  CDBs. 

The  Clinton/Gore  proposal  for  community  development  banks  called  for 
some  100  such  banks  over  the  next  four  years.  Even  if  each  of  these  banks 
has  assets  of  $100  million  by  1996,  their  holdings  would  total  only  $10  bil- 
lion. These  institutions  are  not  to  be  viewed  as  a  significant  countercyclical 
force,  nor  as  a  major  factor  in  the  growth  of  the  economy.  They  are  to  be 
seen  as  a  set  of  institutions  that  fill  a  gap  in  the  ongoing  institutional  struc- 
ture. They  may  well  provide  part  of  the  institutional  setting  in  which  a  cli- 
mate of  opportunity  replaces  stagnation  for  many  segments  of  the  popula- 
tion. 
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Preface 


Institutional  reform  of  the  financial  structure 
of  the  U.S.  economy  is  likely  to  be  among  the 
priorities  on  President  Clinton's  agenda. 

The  Jerome  Levy  Economics  Institute  of  Bard 
College  has  an  ongoing  project,  under  the 
guidance  of  Hyman  P.  Minsky,  Distinguished 
Scholar  at  the  Institute,  on  "The  Reconstitu- 
tion  of  the  Financial  Structure."  In  conjunc- 
tion with  this  project  and  in  response  to  the 
Clinton/Gore  proposal  for  the  creation  of  a 
network  of  community  development  banks, 
scholars  at  the  Institute  have  developed  a 
concept  for  such  a  proposal  detailed  in  the 
pages  that  follow.  In  this  concept  proposal, 
the  authors  provide  the  rationale  for — and 
views  on  the  structure,  chartering,  organiza- 
tion, financing,  and  supervision  of — a  nation- 
wide system  of  community  development 
banks.  In  addition,  an  attempt  is  made  to 
assess  the  experience  of  the  existing  pilot 
models  of  CDBs  and  the  potential  problems 
that  these  models  might  present  for  a  nation- 
wide strategy. 

Recent  troubles  plaguing  a  wide  spectrum  of 
financial  institutions  indicate  a  need  for  fun- 
damental reform.  Is  it  sheer  coincidence  that 
the  problems  afflicting  S&Ls,  banks,  insur- 
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ance  companies,  and  other  financial  agents  are  occurring  simultaneously? 
The  evolution  of  these  pandemic  crises  has  produced  a  financial  system 
much  different  than  the  one  created  via  the  Banking  Act  of  1935,  which 
yielded  a  very  long  period — almost  fifty  years — of  financial  stability  in  U.S. 
history.  Among  the  troubling  results  of  this  financial  evolution  and  innova- 
tion have  been  the  disenfranchisement  of  many  poor  communities  from  the 
financial  system:  many  low-income  people  have  little  access  to  financial  ser- 
vices. Community  development  banks  are  a  bold  and  serious  initiative 
addressing  the  main  function  of  a  financial  system — that  is,  the  capital 
development  of  the  economy.  But  it  is  a  proposal  that  is  focused  on  specific 
areas  that  are  not  presently  well  served  by  existing  financial  institutions. 

The  crux  of  the  Institute's  mission  is  to  improve  the  human  condition  via 
the  discipline  of  economics.  I  believe  that  the  following  proposal  on  com- 
munity development  banks  contributes  to  that  endeavor. 


Dimitri  B.  Papadimitriou 
Executive  Director 

January  1993 
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A  Proposal  to  Establish 
a  Nationwide  System 
of  Community 
Development  Banks 


Hyman  P.  Minsky,  Dimitri  B.  Papadimitriou, 
Ronnie  J.  Phillips,  and  L.  Randall  Wray 

I.  Introduction 

The  Clinton/Gore  proposal  for  the  creation  of 
a  network  of  100  community  development 
banks  (CDBs)  to  revitalize  communities  is 
bold,  and  will  contribute  to  the  success  of  the 
U.S.  economy.  Banks  are  essential  institutions 
in  any  community,  and  the  establishment  of  a 
bank  is  often  a  prerequisite  for  the  investment 
process.  For  this  reason,  the  creation  of  banks 
in  communities  lacking  such  institutions  is 
important  to  the  welfare  of  these  communities. 

The  vitality  of  the  American  economy  depends 
on  the  continual  creation  of  new  and  initially 
small  firms.  Because  it  is  in  the  public  interest 
to  foster  the  creation  of  new  entrants  into 
industry,  trade,  and  finance,  it  is  also  in  the 
public  interest  to  have  a  set  of  strong,  indepen- 
dent, profit-seeking  banking  institutions  that 
specialize  in  financing  smaller  businesses. 

When  market  forces  fail  to  provide  a  service 
that  is  needed  and  potentially  profitable,  it  is 
appropriate  for  government  to  help  create  the 
market.  Community  development  banks  fall 

The  Jerome  Levy  Economics  Institute  of  Bard  College 


131 

Community  Development  Bankmg 

into  such  a  category.  They  do  not  require  a  government  subsidy,  and  after 
start-up  costs,  the  banks  are  expected  to  be  profitable. 

The  primary  perspective  of  this  concept  paper  is  that  the  main  function  of  the 
financial  structure  is  to  advance  the  capital  development  of  the  economy — to 
increase  the  real  productive  capacity  and  wealth-producing  ability  of  the 
economy.  The  second  assumption  is  that  capital  development  is  encouraged 
by  the  provision  of  a  broad  range  of  financial  services  to  various  segments  of 
the  U.S.  economy,  including  consumers,  small  and  large  businesses,  retailers, 
developers,  and  all  levels  of  government.  The  third  is  that  the  existing  finan- 
cial structure  is  particularly  weak  in  servicing  small  and  start-up  businesses, 
and  in  servicing  certain  consumer  groups.  The  fourth  is  that  this  problem  has 
become  more  acute  because  of  a  decrease  in  the  number  of  independent 
financing  alternatives  and  a  rise  in  the  size  distribution  of  financmg  sources, 
which  have  increased  the  financial  system's  bias  toward  larger  transactions. 
These  are  assumptions  that  appear  to  be  supported  by  the  evidence:  they  are 
also  incorporated  in  other  proposals  that  advance  programs  to  develop  com- 
munity development  banking. 

II.  Rationale  for  Community  Development  Banks 

The  greatest  danger  to  the  community  bank  concept  may  be  a  lack  of  clarity 
in  the  concept.  The  primary  goals  of  the  CDBs  are  to  deliver  credit,  payment, 
and  savings  opportunities  to  communities  not  well  served  by  banks,  and  to 
provide  financing  throughout  a  designated  area  for  businesses  too  small  to 
attract  the  interest  of  the  investment  banking  and  normal  commercial  bank- 
ing communities. 

The  community  ser\'ice  aspects  of  the  banks  involve  the  payment  mechanism 
and  the  savings  facility.  These  require  none  of  the  "underwriting  and  judg- 
ment" skills  of  the  banker  who  takes  risks.  An  assumption  underlying  the 
lack  of  credit  facilities  assertion  is  that  there  are  "bankable  risks"  and  feasible 
"equity  investments"  in  distressed  communities  that  involve  dollar  amounts 
too  small  for  the  established  banking  community.  Even  "small"  commercial 
banks  customarily  handle  asset  and  liability  denominations  that  are  larger 
than  those  typically  generated  in  low-income  communities. 

There  are  six  identifiable  banking  functions: 

1.  Payment  system  for  check  cashing  and  clearing,  and  credit  and  debit  cards. 

2.  Secure  depositories  for  savings  and  transaction  balances. 

3.  Household  financing  for  housing,  consumer  debts,  and  student  loans. 
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4.  Commercial  banking  services  for  loans,  payroll  services,  and  advice. 

5.  Investment  banking  services  for  determining  the  appropriate  liability 
structure  for  the  assets  of  a  firm,  and  placing  these  liabilities. 

6.  Asset  management  and  advice  for  households. 

This  list  is  not  meant  to  imply  that  every  bank  should  perform  all  of  these 
functions.  The  argument  for  community  development  banks  is  that  one  or 
more  of  the  above  functions  is  not  being  adequately  performed  by  existing 
institutions  for  well-defined  segments  of  the  population:  low-income  citizens; 
inner-city  minorities;  and  entrepreneurs  who  seek  modest  financing  for  small 
businesses.  Furthermore,  this  troubling  situation  has  been  aggravated  by  a 
variety  of  problems  that  financial  institutions  of  all  kinds  have  faced  over  the 
past  years. 

The  1980s  and  1990s  have  seen  a  decline  in  the  number  of  independent 
financing  outlets  for  businesses,  and  a  shift  in  the  size  distribution  of  banks 
and  savings  and  loan  institutions  in  favor  of  larger  banks.  Banks  now  find  it 
increasingly  unprofitable  to  serve  many  parts  of  the  population,  particularly 
the  smallest  enterprises.  Our  proposal  would  increase  the  supply  of  short- 
term  credit  to  small  business. 

One  aim  of  the  CDBs  should  be  to  seek  out  projects  that  promise  to  be  prof- 
itable but  are  not  being  financed  because  of  their  small  size,  their  perceived 
riskiness,  or  the  "inexperience"  of  the  prospective  management.  Theory  and 
evidence  suggest  that  commercial  banks  are  reluctant  to  make  loans  to  firms 
that  have  not  already  established  close  relations  with  a  loan  officer.  Thus, 
firms  that  have  been  denied  access  to  credit  due  to  perceived  inexperience 
find  it  difficult  to  establish  the  required  ties.  This  problem  is  aggravated  when 
the  firms  are  small  and,  hence,  lack  market  power. 

The  objective  of  the  CDB  is  to  be  profitable,  and  it  will  be  as  successful  as  the 
projects  it  finances  are  profitable:  this  will  dictate  close  supervision  of  its  cus- 
tomers. Government  seed  money  may  be  involved,  but  the  government's 
investment  in  the  CDB  system  should  be  viewed  as  a  profit-making  invest- 
ment. Thus,  if  the  Congress  mandates  subsidized  financing  by  these  banks, 
the  Congress  should  budget  the  expected  cost  of  the  mandated  spending  as  a 
subsidy  to  the  endeavor. 

Capital  development  of  the  country  in  general  and  of  depressed  regions  in 
particular  requires  a  broad  range  of  financial  services  in  order  to  raise  effec- 
tive demand  and  revitalize  the  regional  and  national  economies.  In  other 
words,  "capital  development"  is  the  primary  concern,  but  this  does  not  solely 
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mean  the  provision  of  investment  finance.  The  whole  community  needs  finan- 
cial reform:  this  includes  the  provision  of  financial  services  to  all  segments  of 
the  economy,  including  consumers,  small  and  large  business,  retailers,  devel- 
opers, and  all  levels  of  government.  The  CDB  proposal  will  address  most  of 
these;  it  will  ignore  finance  of  big  business  and  of  federal  and  state  govern- 
ment. However,  we  need  to  emphasize  that  the  CDB  proposal  cannot,  by 
itself,  be  viewed  as  the  panacea  that  will  solve  all  of  the  problems  afflicting 
economically  depressed  communities. 


III.  Assessment  of  Community  Development  Bank  Experience 

The  existing  models  of  CDBs  provide  a  useful  starting  point  for  the  develop- 
ment of  a  nationwide  strategy.  However,  we  believe  that  there  are  significant 
problems  with  existing  CDBs  (and  with  proposals  based  on  these). 
Consequently,  we  do  not  recommend  that  these  models  be  applied  without 
modification  as  part  of  a  nationwide  strategy.  Community  development 
banks  have  been  successful  when  they  have  been  able  to  attract  deposits  from 
outside  the  community  while  using  the  funds  for  residential  mortgage  loans. 

The  most  successful  community  development  bank,  and  the  oldest,  is  the 
Shorebank  Corporation  of  Chicago,  a  holding  company  that  includes  a  bank, 
a  real  estate  development  corporation,  a  small  venture  capital  firm,  and  the 
Neighborhood  Institute,  which  offers  among  its  services  low-income-housing 
development,  remedial  education,  and  vocational  training.  On  the  asset  side, 
its  greatest  success  has  been  residential  mortgages,  typically  made  on  the  con- 
dition that  the  structures  be  renovated  and  improved.  The  loan  loss  ratio  at 
Shorebank  in  1990  was  0.46%  and  in  1991  was  0.67%.  The  key  to  its  suc- 
cess is  residential  housing:  as  Ronald  Grzywinski  of  Shorebank  acknowl- 
edged, "the  principal  small  business  of  Shorebank  was  quite  simply  housing." 

The  other  CDB  commonly  referred  to  as  a  potential  model  is  the  Southern 
Development  Bancorporation,  parent  of  Elk  Horn  Bank  &  Trust  Company 
in  Arkansas.  It  uses  a  subsidiary  called  the  Good  Faith  Fund,  which  offers 
loans  from  $500  to  a  few  thousand  dollars  to  low-income  people  trying  to 
start  a  business.  The  activities  in  small-business  loans  have  been  less  success- 
ful, as  have  attempts  to  provide  low-cost  checking  and  savings  deposits  for 
the  community  residents. 

On  the  liability  side  of  the  balance  sheet,  the  most  important  innovation  of 
Shorebank  has  been  Development  Deposits,  funds  gathered  from  outside  the 
community,  from  institutions  and  individuals  who  share  the  goals  of  the  cor- 
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poration.  Presently,  development  certificates  of  deposit  account  for  almost 
half  of  the  deposit  base  at  Shorebank.  Some  depositors  accept  below-market 
rates  to  subsidize  Shorebank's  work,  but  generally  these  deposits  offer  market 
rates  of  mterest.  Rehabilitation  certificates  of  deposit,  which  typically  pay 
200  basis  points  below  the  market  interest  rates,  make  up  4.1%  of 
Shorebank's  deposits.  Thus,  the  banks  are  subsidized  to  some  extent  by  phi- 
lanthropists and  socially  conscious  people  who  are  willing  to  accept  a  lower 
rate  of  return  on  their  money  in  exchange  for  doing  something  they  consider 
an  important  contribution  to  society.  This  asset/liability  structure,  which  also 
carries  federal  deposit  insurance,  has  been  the  key  to  the  success  of  the  corpo- 
ration. 

Shorebank's  principal  weakness  is  that,  although  it  pays  for  itself,  it  is  not 
profitable  enough  to  convince  other  entrepreneurs  with  capital  to  imitate  its 
success;  its  returns  to  its  owners  have  been  lower  than  average  for  a  bank  its 
size.  Thus,  it  should  not  serve  as  a  model  for  a  nationwide  system  of  CDBs. 


IV.   Potential  Problems  with  a  Nationwide  Strategy 

The  strengths  of  existing  community  development  banks  may  turn  out  to  be 
weaknesses  if  current  policy  is  followed  as  a  national  strategy.  Attracting 
funds  from  the  outside  is  important  for  particular  CDBs,  but  to  establish  a 
nationwide  group  of  banks  and  then  expect  them  to  compete  for  funds  from 
the  "socially  conscious"  public  would  be  self-defeating.  It  is  not  a  viable  long- 
run  strategy  to  promote  as  a  national  policy  the  transfer,  for  example,  of  the 
"socially  conscious"  funds  of  New  York  City  to  rural  Alabama  (or  vice 
versa).  A  national  policy  should  encourage  local  markets  for  the  CDB  liabili- 
ties just  as  it  encourages  local  markets  for  the  CDB  assets.  This  will  help  to 
ensure  that  local  consumers  receive  the  broad  range  of  financial  services 
needed  to  encourage  capital  development  of  the  community,  particularly 
credit  services  and  transaction  services.  The  banks  of  a  nationwide  system  of 
CDBs  cannot  rely  on  local  short-term  loans  as  a  primary  asset  while  the  pri- 
mary liabilities  are  external  funds,  because  this  ignores  the  payment  and  sav- 
ing functions  of  the  local  community. 

A  key  aspect  of  Shorebank  is  that  its  neighborhood  was  still  perhaps  two- 
thirds  middle  and  working  class  when  the  bank  came  into  existence.  CDB 
managers  do  not  claim  that  their  model  would  work  in  the  very  worst  ghet- 
tos. A  strategy  based  on  existing  models  would,  therefore,  neglect  those  at  the 
very  bottom  of  the  economic  ladder,  who  presumably  need  the  most  help. 
Reliance  on  external  funds  ignores  the  necessary  provision  of  bank  services  to 
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local  consumers.  This  is  why  we  believe  that  a  CDB  should  be  restricted  to 
providing  financial  services  in  the  community. 

Another  important  factor  is  that  the  existing  CDBs,  because  they  are  unique 
in  their  communities,  face  little  competition  for  their  core  business.  When 
they  do  face  competition,  they  often  do  well,  especially  in  residential  loans. 
Shorebank  discovered  that  its  creation  of  the  rehabilitation  loan  generated  a 
demand  from  consumers  for  other  banks  to  also  provide  rehabilitation  loans. 
This  is  an  example  of  the  market  working  to  the  benefit  of  both  business  and 
consumer.  However,  in  a  nationwide  system,  existing  banks  (under  pressure 
of  competition)  can  be  expected  to  respond  and  provide  competition  for  the 
CDBs. 

Because  the  CDBs  are  not  intended  to  be  welfare  programs  but  to  provide 
services  to  the  community's  residents,  they  must  meet  the  long-run  market 
tests  of  profitability.  Aside  from  the  service  aspect,  community  development 
banks  will  improve  the  well-being  of  our  citizens  by  increasing  opportunities 
directly  for  potential  entrepreneurs  and  for  potential  employees.  The  basic 
assumption  underlying  the  community  development  bank  is  that  all  areas  of 
the  country  need  banks  that  are  clearly  oriented  toward  the  small  deal:  house- 
holds that  have  a  small  net  worth;  a  small  IRA  account;  a  small  transactions 
account;  and  businesses  that  need  financing  measured  in  thousands  rather 
than  millions  or  billions  of  dollars. 


V.  A  Proposal  for  a  Nationwide  System  of  Community 
Development  Banks 

Our  proposal  deviates  from  existing  examples  of  CDB-type  banks,  and  from 
other  proposals,  by  emphasizing  the  need  for  the  development  of  an  equitable 
payment  system  for  the  bottom  quintile  of  the  population,  which  is  generally 
denied  access  to  checking  accounts  or  credit  cards.  More  attention  should  be 
given  to  this  payment  function  of  banking.  Others  have  argued  that  commer- 
cial banks  should  be  required  to  provide  "life-line  accounts."  We  believe  that 
this  represents  an  unnecessary  cost  that  commercial  banks  can  ill  afford  at  the 
present  time. 

But  by  the  same  token,  we  recognize  that  it  is  important  to  bring  the  bottom 
quintile  of  the  population  into  the  banking  system  without  burdening  them 
with  excessive  costs  associated  with  a  "fee  for  services"  payment  mechanism. 
The  current  credit  card  system,  one  example  of  a  fee  for  services  system, 
forces  those  who  cannot  get  credit  cards  (mainly  those  with  lower  incomes) 
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to  bear  the  burden  of  the  vendor's  discount  to  subsidize  the  purchasers  who 
do  have  credit  cards:  in  general,  there  is  no  discount  for  payment  by  cash. 
The  current  checking  component  of  the  payment  system  is  too  expensive  for 
commercial  banks  to  provide  the  small  accounts  needed  by  those  with  low 
incomes,  and  thus  cannot  serve  as  the  basis  of  a  universal  payment  system 
available  to  all.  The  CDB  system,  however,  can  be  designed  so  that  a  prof- 
itable payment  system  is  incorporated  within  the  package  of  services  provided 
to  the  community. 

We  would  expect  that  a  fully  funded  and  mature  CDB  would  provide  many 
of  the  six  functions  of  banking  outlined  earlier.  However,  these  functions 
may  be  implemented  in  phases.  The  payment  system,  secure  outlets  for  sav- 
ings, short-term  commercial  loans,  mortgage  loans,  and  student  loans  should 
be  included  in  the  initial  phase.  Investment-type  banking  services  and  asset 
management  and  advice  for  households  could  be  added  later.  If  the  demon- 
stration project  (which  begins  with  100  CDBs)  proves  successful,  we  antici- 
pate the  creation  of  a  nationwide  system  of  CDBs  that  could  provide  all  six 
banking  functions  in  selected  communities  (as  each  CDB  finds  its  niche). 

The  CDB  should  rely  to  a  great  extent  on  local  markets  for  its  liabilities — this 
is  the  inherent  juxtaposition  with  the  provision  of  small  commercial  loans. 
This  is  in  contrast  to  existing  CDBs,  which  rely  on  funds  from  outside  of  their 
communities.  First,  reliance  on  external  sources  of  funds  conflicts  with  the 
goal  of  bringing  the  populations  of  depressed  areas  into  the  banking  system. 
Second,  there  is  some  evidence  that  reliance  on  external,  brokered  money 
may  have  contributed  to  the  thrift  crisis  (brokered  money  is  volatile,  and  it 
allowed  some  thrifts  to  grow  too  quickly).  Instead,  a  maximum  limit  should 
be  set  for  external  funds.  This  will  help  to  ensure  that  local  consumers  receive 
the  broad  range  of  financial  services  needed  to  encourage  capital  development 
of  the  community.  The  depressed  areas  are  great  sources  of  funds  (social 
security  checks,  welfare  payments,  earnings,  private  pensions,  and  so  on),  but 
these  have  been  flowing  into  megabanks  that  use  them  elsewhere.  Both  the 
assets  and  the  liabilities  of  the  CDBs  should  be  regionally  restricted.  Thus, 
CDBs  should  be  permitted  to  hold  no  more  than  perhaps  10%  of  their  assets 
in  the  form  of  liabilities  that  originate  outside  the  community.  These  would 
likely  consist  primarily  of  federal  government  bonds.  Local  government  obli- 
gations would  also  form  part  of  the  CDB's  portfolio.  The  result  will  be  a 
mechanism  to  provide  a  source  of  funding  to  the  local  community. 
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Creation  of  a  Federal  Bank  for  Community  Development  Banks 

The  funding,  regulation,  and  supervision  of  CDBs  can  be  carried  out  most 
effectively  by  the  creation  of  a  federal  bank  for  CDBs.  The  Federal  Bank  for 
Community  Development  Banks  (FBCDB)  will  be  the  central  bank,  the  corre- 
spondent bank,  the  link  with  financial  markets,  the  supervising  authority  for 
the  community  development  banks,  and  it  may  provide  some  clearing  ser- 
vices. It  will  provide  up  to  50%  of  the  equity  for  the  community  development 
banks,  and  as  an  investor  will  have  access  to  the  books  of  these  banks.  This 
FBCDB  will  also  have  responsibility  for  the  development  of  the  professional 
staff  of  the  CDBs.  This  would  include  training  of  staff,  provision  of  informa- 
tion, testing  of  competency,  and  so  on. 

The  Federal  Bank  for  Community  Development  Banks  will  be  where  the 
community  banks  hold  their  reserve  and  their  operating  deposits.  It  will  be 
the  correspondent  bank  for  the  community  development  banks — that  is,  the 
FBCDB  would  help  finance  positions  in  assets  and,  in  some  cases,  would  take 
shares  in  deals  arranged  by  the  CDBs.  The  "checks"  that  the  community 
bank  makes  available  to  the  holders  of  savings  deposits  may  well  be  nego- 
tiable orders  of  withdrawal  drawn  on  the  Federal  Bank. 

As  the  community  development  banks  develop  a  mortgage  business,  the 
Federal  Bank  would  be  the  agency  that  secuntizes  these  instruments. 

The  Federal  Bank  will  be  responsible  for  establishing  and  maintaining  under- 
writing standards  for  the  community  development  banks.  It  will  have  a  train- 
ing responsibility  for  the  community  banks,  and  be  the  link  by  which  the 
mortgages  initiated  by  the  community  banks  enter  financial  markets.  Its  over- 
sight functions  will  exist  by  the  right  of  its  position  as  an  owner. 

The  Federal  Bank  for  Community  Development  Banks  will  be  started  with  an 
initial  investment  of  $1  billion  by  the  Congress,  which  could  be  augmented  to 
$5  billion  as  and  if  the  system  warrants.  It  will  report  to  the  Congress.  Its 
directors  and  its  chief  executive  officer  will  be  nominated  by  the  president 
and  confirmed  by  the  Senate.  It  will  have  an  initial  ability  to  borrow  up  to 
twice  the  federal  government  investment  in  the  market.  The  bank  is  designed 
to  be  profitable  once  the  start-up  period  is  over.  For  clearing  purposes,  this 
bank  will  become  a  member  of  the  Federal  Reserve  System,  although  some 
clearing  services  may  be  provided  by  the  FBCDB  itself.  The  FBCDB  will 
match  up  to  $10  million  of  private  investment  in  each  CDB.  Because  the 
FBCDB  is  a  major  investor  in  each  CDB,  it  will  have  representation  on  each 
board,  and  as  a  co-investor  will  automatically  have  the  right  to  inspect  the 
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books  of  the  CDBs.  Finally,  if  necessary,  the  FBCDB  will  have  access  to  the 
Federal  Reserve's  discount  window  to  obtain  reserves  required  in  check  clear- 
ing between  the  CDB  system  and  the  commercial  bank  system.  In  short,  the 
FBCDB  will  combine  the  functions  of  a  central  bank,  a  correspondent  bank, 
and  an  investor  for  the  CDBs. 

The  Payment  System  and  Secure  Outlets  for  Savings 

Every  payment  system  involves  the  use  of  resources  and,  therefore,  involves 
costs  in  operating  the  payment  system.  These  costs  have  to  be  borne  by  some 
sector  of  the  economy.  Access  to  a  payment  system  may  require  an  ability  to 
pay  for  the  services  used.  The  payment  system  has  evolved  into  a  three-part 
structure:  deposits  subject  to  check;  debit  and  credit  cards;  and  currency  and 
coin.  The  deposit  subject  to  check  payment  system  is  expensive  and  relatively 
inefficient.  To  realize  how  inefficient  our  check  payment  system  is,  one  need 
simply  trace  the  flow  of  bills  and  payments  through  the  banking  system  and 
note  the  number  of  records  that  are  needed  by  the  flow  of  payments  and 
orders. 

The  costs  of  operating  the  checking  system  have  been  borne  in  a  variety  of 
ways.  Non-par  clearing,  where  someone  depositing  or  cashing  a  check 
received  less  than  the  face  value  of  the  check  under  transaction,  was  a  com- 
mon practice  for  non-local  checks  prior  to  the  Great  Depression.  In  recent 
years,  the  costs  of  the  checking  system  were  borne  by  the  difference  between 
the  interest  paid  on  deposits  and  the  interest  earned  on  bank  assets,  where 
access  to  the  system  without  explicit  service  charges  depended  on  the  size  of 
the  deposit  balance.  In  addition,  the  Federal  Reserve  operates  a  check-clear- 
ing service  which  in  effect  subsidizes  the  checking  system.  Over  the  years,  the 
checking  system's  penetration  grew,  especially  after  the  Savings  and  Loan 
Associations  and  the  other  varieties  of  savings  banks  began  to  have  deposits 
that  were  subject  to  check  (although  coverage  and  access  were  never  univer- 
sal). 

Commercial  banks  are  restricting  access  to  checking  accounts  by  setting 
higher  minimum  balances,  offering  minimal  customer  relations,  and  leveling 
explicit  charges  for  account  activity.  The  result  is  that  larger  segments  of  the 
population  are  now  outside  the  check-using  system  than  hitherto,  and  this 
trend  of  diminishing  coverage  by  the  check  system  can  be  expected  to  con- 
tinue. (This  is  implied  by  the  recent  work  of  John  Caskey,  "Check-cashing 
Outlets  in  the  U.S.  Financial  System,"  Economic  Revieiv,  Federal  Reserve 
Bank  of  Kansas  City,  November/December  1991.) 
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In  contrast  to  the  now  increasingly  overt  costs  of  a  checking  account,  the 
costs  of  credit-debit  card  systems  are  carried  by  an  annual  fee  and  a  covert 
cost  to  the  user  in  the  form  of  the  vendor's  discount.  (The  payment  aspect  of 
the  credit  card  should  be  distinguished  from  the  credit  aspect.)  Furthermore, 
of  the  three  payment  systems,  only  the  credit-debit  card  system  is  capable  of 
being  fully  electronic:  with  a  "smart"  cash  register,  the  "paper"  that  is  signed 
never  leaves  the  place  of  origin  unless  a  charge  is  challenged.  There  is  little 
doubt  that  an  electronic  plus  plastic  payment  system  will  be  of  increasing 
importance  in  the  total  payment  system.  The  losses  that  banks  and  other 
issuers  of  credit  cards  have  taken  in  the  current  recession  have  led  to  closer 
scrutiny,  resulting  in  a  restriction  of  access  to  the  credit-debit  card  payment 
mechanism. 

For  many  communities,  the  only  available  banking  services  are  those  that  are 
performed  by  the  currency  exchanges.  These  exchanges  are  a  "fee  for  services 
bank,"  which  cashes  checks  and  provides  payment  services  (e.g.,  money 
orders)  in  exchange  for  currency  (charging  a  1-A%  fee  for  their  services).  In 
some  jurisdictions,  the  currency  exchanges  are  allowed  to  receive  welfare  and 
social  security  checks.  The  currency  exchanges  show  that  the  fee  schedule  for 
making  the  exchange  between  currency  and  checking  forms  of  money  can 
make  the  institution  profitable.  The  situation  was  aptly  described  by 
President  Clinton: 

"One  community  leader  in  Los  Angeles  told  me  that  in  that  vast 
place  we  know  as  the  inner  city,  there  were  177  check-cashing 
stands  in  the  neighborhood  where  the  riots  began  and  only  thirty- 
three  banks.  In  the  Washington,  D.C.,  area,  there  are  fifty  major 
banks  but  only  two  have  branches  in  Anacostia  and  neither  of 
them  has  a  lending  office." 

The  currency-exchange  business  should  be  one  facet  of  the  community  devel- 
opment banks.  A  recognition  by  the  government  that  it  is  the  payer's  respon- 
sibility to  pay  its  debts  in  a  money  form  that  the  recipient  can  use  implies  that 
the  government  needs  to  absorb  the  charges  levied  on  recipients  of  its  checks 
for  the  exchange  of  checks  for  currency.  This  may  require  a  payment  by  the 
government  of  1%  of  the  face  value  to  the  CDBs  that  convert  government 
checks  into  currency.  To  reduce  payment  system  costs,  government  payments 
could  be  made  directly  to  accounts  at  CDBs  by  wire  transfers. 

If  the  now-existing  currency  exchanges  were  licensed  to  accept  savings 
accounts,  and  if  they  were  required  to  hold  only  short-term  government  secu- 
rities as  assets  for  these  accounts,  they  would  be  a  savings  equivalent  of  a  nar- 
row bank.  Because  their  assets  would  be  restricted  to  short-term  government 

18    Public  Policy  Brief 


140 

Community  Development  Banking 


bonds,  these  narrow  banks  could  carry  a  100%  federal  government  guaran- 
tee on  their  deposits  regardless  of  the  size  of  any  deposit,  without  paying 
deposit  insurance  premia  to  an  agency  such  as  the  FDIC. 

These  "narrow  banks  for  savings"  would  solve  the  problem  of  the  non-par 
exchanges  for  some  of  the  recipients  of  government  checks.  The  deposit  of 
government  checks  into  these  accounts  could  well  be  an  electronic  transfer. 
The  CDBs  would  offer  savings  accounts  that  accept  automatic  deposits  and 
allow  a  limited  number  of  withdrawals  per  month  without  explicit  charges. 
This  would  become  a  feasible  way  of  offsetting  the  lack  of  elementary  house- 
hold banking  services  in  poor  neighborhoods.  In  addition,  the  savings  facility 
might  allow  a  limited  number  of  free,  negotiable  orders  of  withdrawal  to  be 
written  against  these  deposits;  the  rest  would  carry  a  service  charge. 

In  order  to  protect  against  interest-rate  risk,  a  2.5%  equity  against  such 
deposits  may  be  required.  (Even  if  a  vast  majority  of  the  assets  are  short-term 
government  securities,  both  the  interest  rate  and  default  risk  are  minimal.) 
The  interest  rate  that  these  banks  pay  on  their  liabilities  will  be  keyed  to  the 
interest  rate  earned  on  the  portfolio:  we  calculate  that  a  0.5  to  0.75%  differ- 
ential would  make  the  savings  facility  profitable. 

The  check-cashing  and  savings  facility  dimensions  of  the  community  develop- 
ment banks  cover  the  services  to  poorer  households  functions  which  these 
banks  are  designed  to  perform.  The  NOW  accounts  would  eliminate  the  rela- 
tively substantial  payment  system  costs  incurred  by  the  poorest  members  of 
the  community;  low-income  residents  would  be  integrated  into  the  banking 
system,  and  it  would  be  the  first  point  of  contact  with  a  population  in  which 
we  wish  to  encourage  thrift. 


Financing  Housing  and  Consumer  Debt 

The  community  development  banks  will  act  as  mortgage  originators  within 
their  community.  They  will  not  engage  in  construction  loans  through  this 
department.  The  mortgages  will  be  on  homes  and  minor  community-level 
commercial  property.  In  many  cases,  mortgage  loans  will  include  provisions 
for  rehabilitation  of  property.  Those  mortgages  that  are  carried  will  be 
funded  by  long-term  certificates  of  deposit  through  the  comm.ercial  bank  sub- 
sidiary of  the  CDB,  but  as  the  banks  develop  it  should  be  possible  to  securi- 
tize  such  mortgages  by  way  of  facilities  that  the  Federal  Bank  for  Community 
Development  Banks  will  develop. 
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The  consumer  debt  facilities  that  are  available  in  prosperous  communities  are 
generally  not  available  in  the  communities  in  which  the  development  banks 
will  function.  The  community  development  banks  will  be  able  to  make  credit 
cards  available  to  those  who  have  built  up  a  savings  account.  The  CDBs  may 
provide  student  loans  and  other  loans  for  investment  in  human  capital. 


Commercial  Banking  Services 

The  CDBs  will  provide  commercial  loan  services  for  their  clients.  These  loans 
will  be  financed  by  demand  deposits,  certificates  of  deposit,  and  other  types 
of  deposits  that  will  carry  the  ordinary  deposit  insurance.  The  development 
and  solicitation  of  business,  the  structuring  of  loans,  and  the  supervision  of 
credits  are  three  essential  aspects  of  commercial  banking.  The  bank's  staff  for 
commercial  banking  consists  of  business  development  and  loan  officers.  In 
smaller  banks,  these  two  functions  may  be  combined,  and  the  top  manage- 
ment is  likely  to  be  the  key  business  development  agent. 

The  business  development  officers  of  a  bank  are  just  what  the  name  indicates: 
they  are  the  salespeople  of  the  bank's  services  to  the  business  community. 
Like  all  salespeople,  they  work  a  territory.  A  community,  even  if  it  is  under- 
banked,  has  going  businesses.  The  calling  program  of  the  business  develop- 
ment officers  of  a  community  development  bank  will  necessarily  include  the 
existing  businesses  in  its  neighborhood,  whose  needs  will  be  explored.  The 
question  of  how  the  bank  can  serve  the  existing  businesses,  not  perhaps  as  the 
sole  bank  but  as  a  supplement  to  existing  banking  connections,  will  be  on  the 
"agenda"  of  the  business  development  officer. 

Being  devoted  to  the  community  in  which  the  businesses  they  are  financing 
function,  the  community  development  bank  will,  over  time,  develop  a  better 
awareness  of  the  potential  successes  and  failures  in  their  community  than  is 
available  to  the  branch  officers  of  the  larger  traditional  bank  located  outside 
the  community. 

The  structure  of  a  financing  agreement  is  what  is  finalized  in  the  contract:  a 
bank's  customer  promises  to  pay  money  at  future  dates  in  exchange  for  being 
financed  "now."  The  structuring  of  loans  begins  with  a  "pro  forma,"  in 
which  the  business  sketches  what  it  will  do  with  the  funds,  and  how  the  funds 
to  repay  the  loan  will  accrue  to  the  business.  The  function  of  the  loan  office  is 
to  apply  a  quizzical  and  skeptical  eye  to  the  presentation.  In  all  these  negotia- 
tions, the  ability  of  the  loan  applicant  to  perform  is  one  question  on  the  table. 
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Loan  officers  not  only  structure  the  loans,  they  often  need  to  intervene  to  put 
in  place  an  adequate  structure  to  administer  the  enterprise. 

Successful  loan  negotiations  lead  to  an  agreement  on  a  scenario  (program)  for 
the  borrowing  firm  that  yields  the  schedule  of  payments  on  the  loan,  along 
with  an  understanding  as  to  what  will  happen  if  various  provisions  of  the 
contract  are  not  fulfilled. 

Supervision  is  the  post-loan  relation  between  a  bank  and  its  borrowing  client. 
The  relation  between  a  business  and  its  bank  is  not  a  one-shot  affair.  In  a  suc- 
cessful relationship,  new  credits  are  being  negotiated  even  as  maturing  credits 
are  paid.  The  business  development  and  loan  officer's  relation  with  a  bank 
client  includes  follow-ups,  which  are  designed  to  assure  the  bank  that  the 
business  is  developing  in  such  a  way  that  the  provisions  of  the  loan  are  being 
satisfied  and  the  payments  on  the  debts  will  be  forthcoming. 

The  success  or  failure  of  the  community  development  bank  concept  will  ride 
on  how  well  the  solicitation,  structuring,  and  supervision  functions  are  car- 
ried out. 

Given  the  character  of  banking,  it  is  necessary  that  the  usual  loan  committee 
structure  that  includes  outside  directors  to  approve  and  review  credits  be 
maintained.  As  banking  is  a  highly  leveraged  business,  it  is  essential  that  those 
whose  equity  investment  in  the  bank  is  at  stake  in  the  bank  be  represented  on 
these  committees.  The  training  and  retention  of  business  development  and 
loan  officers  is  vital  to  the  success  of  the  community  development  bank  con- 
cept. 


Investment  Banking  Services 

As  was  indicated  in  the  discussion  about  commercial  banking,  community 
development  banks  will  quite  naturally  find  that  there  are  investment  banking 
activities  that  their  clients  require.  In  particular,  a  successful  business  may 
require  a  faster  growth  in  its  equity  than  is  allowed  by  the  growth  of  equity 
through  retained  earnings.  The  restrictions  of  the  Glass-Steagall  Act  would 
not  apply  to  these  banks,  for  there  is  no  feasible  alternative  to  a  community 
development  bank  for  raising  the  size  of  equity  infusions  that  are  contem- 
plated. The  dollar  value  of  each  underwriting  that  a  community  development 
bank  will  undertake  will  fall  below  the  usual  minimum  for  underwritings  by 
investment  bankers. 
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Investment  banking  activities  consist  of  underwriting  and  taking  positions  in 
the  equity  and  bond  liabilities  of  clients.  The  position-taking  may  well  be  by 
way  of  a  venture  capital  fund,  in  which  the  bank  joins  with  other  investors. 
Although  community  development  banks  will  often  be  centered  in  a  poor 
neighborhood  of  a  city,  there  are  local  firms  (both  service  and  manufacturing) 
whose  principals  both  know  the  community  and  have  investable  funds.  Even 
the  poorest  of  our  city  neighborhoods  are  not  communities  that  are  univer- 
sally impoverished.  Our  country  has  a  long  history  of  the  successful  develop- 
ment of  "immigrant  banks"  that  served  ethnic  neighborhoods  and  helped 
transform  them  from  low-income  to  middle-income  communities. 

One  aspect  of  the  investment  subsidiary  of  the  community  development  bank 
will  be  the  development  of  the  special  knowledge  needed  about  the  businesses 
with  which  it  works:  the  investment  subsidiary  must  be  well  versed  in  the 
mechanics  of  qualifying  for  the  various  aids  to  small  businesses  (such  as  loan 
programs  of  the  Small  Business  Administration  and  other  federal,  state,  and 
local  initiatives). 

The  Federal  Bank  for  Community  Development  Banks,  described  earlier,  may 
well  take  positions  in  the  equity  of  the  community  development  banks.  This 
may  be  done  directly  or  by  way  of  venture  capital  funds  it  sponsors  that  may 
be  able  to  raise  money  on  capital  markets. 

The  investment  banking  activities  of  the  community  development  banks  and 
the  Federal  Bank  for  the  Community  Development  Bank  are  natural  out- 
growths of  the  banking  activities  of  these  institutions.  As  the  business  devel- 
opment and  loan  officers  of  the  community  banks  "work  their  street,"  they 
not  only  identify  and  develop  clients  for  the  loan  and  the  underwriting  of  the 
bank,  but  they  also  develop  knowledge  of  those  in  the  community  who  are 
able  to  invest  in  other  businesses.  The  essential  postulate  of  the  community 
development  banking  approach  is  that  the  poorer  and  under-banked  parts  of 
our  economy  are  not  a  100%  economic  wasteland:  that  there  are  human, 
entrepreneurial,  and  financial  resources  that  can  be  developed. 


Asset  Management  Advice  and  Special  Accounts 

The  advice  that  poorer  people  get  about  investment  alternatives  is  usually 
inaccurate  and/or  insufficient.  The  CDBs  might  develop  a  subsidiary  that 
advises  its  clients.  There  is,  however,  a  potential  conflict  of  interest  if  a  CDB 
were  to  give  advice  and  sell  its  own  liabilities  to  its  customers.  Hence,  this 
practice  would  be  prohibited.  The  types  of  services  that  would  be  provided 
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would  include  advice  concerning  IRAs,  pensions,  and  other  retirement 
income  accounts. 

Structure  of  a  Community  Development  Bank 

A  CDB  will  be  organized  as  a  bank  holding  company  under  a  special  act  of 
Congress.  The  holding  company  will  have  a  variety  of  structures.  One  exam- 
ple is: 

a.  A  narrow  bank  that  includes  a  fee  for  service  check-cashing  operation  and 
a  passbook  savings  facility.  This  narrow  bank  would  be  able  to  make 
credit  or  debit  cards  available  to  its  clients. 

b.  A  commercial  bank  that  will  also  do  mortgage  financing.  This  commercial 
bank  will  do  ordinary  commercial  bank  business  for  clients  in  its  neighbor- 
hood. Its  funding  would  be  by  means  of  business  checking  accounts,  house- 
hold checking  accounts,  and  certificates  of  deposit. 

c.  An  investment  bank  is  a  key  subsidiary  of  a  CDB.  Its  main  function  will  be 
to  mediate  in  a  process  that  furnishes  equity  and  longer-term  debt  funding 
to  existing  businesses  as  well  as  new  businesses  in  its  community.  One 
function  of  the  business  development  and  loan  officers  is  to  discover  the 
potential  entrepreneurial  resources  in  the  community  that  require  financ- 
ing. Another  will  be  to  know  the  federal,  state,  and  local  agencies  and  laws 
that  aim  to  advance  business  development  and  to  expedite  and  facilitate 
their  use. 

d.  A  trust  bank  that  would  not  only  act  as  a  Trustee  for  various  custodial 
activities  (as  required  for  every  institution  handling  IRAs),  but  also  operate 
a  financial  advice  facility. 


Chartering  and  Financing  of  CDBs 

The  Congress  will  define  the  chartering  process  and  activities  of  CDBs  in  leg- 
islation that  will  also  authorize  the  Federal  Bank  for  Community 
Development  Banks.  These  banks  will  be  a  special  category  of  federally  char- 
tered banks  that  will  have  powers  and  responsibilities  beyond  those  granted 
to  either  national  or  state  banks.  The  chartering  process  needs  to  be  simple: 
entry  should  be  relatively  easy  and  not  costly.  The  acceptance  of  rather  close 
supervision  and  guidance  by  the  Federal  Bank  for  Community  Development 
Banks  will  be  a  prerequisite  for  chartering. 

The  financial  parameters  for  a  community  development  bank  may  well  run 
from  a  minimum  private  equity  investment  of  $1  million  to  a  maximum  total 
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equity  investment  of  $10  million.  The  Federal  Bank  for  Development  Banks 
may  well  be  authorized  or  instructed  to  match  the  initial  private  investment, 
up  to  a  maximum  of  $5  million  per  CDB. 

These  limits  are  set  because  of  the  prudential  rule  that  no  single  financing 
relation  should  involve  more  than  10%  of  a  bank's  capital  and  surplus.  These 
parameters  make  the  maximum  financing  relation  at  the  smallest  of  these 
institutions  $200,000,  and  the  maximum  at  the  largest  $1  million.  If  we  use 
an  8.5%  capital-to-asset  ratio,  the  total  footings  of  the  CDBs  will  run  from 
$24  million  to  $120  million.  However,  as  the  "narrow  bank"  facility  can 
operate  at  a  40  to  1  ratio,  a  CDB  that  specializes  in  savings  and  payment 
facilities  could  have  as  much  as  $400  million  in  total  assets. 


VI.  The  Role  of  Community  Development  Banking  in  the 
American  Economy 

The  Clinton/Gore  proposal  for  community  development  banks  called  for 
some  100  such  banks  over  the  next  four  years.  Even  if  each  of  these  banks 
has  assets  of  $100  million  by  1996,  the  entire  CDB  network  would  total  only 
$10  billion.  A  set  of  financial  institutions  whose  assets  add  up  to  $10  billion 
is  not  very  impressive  in  an  American  economy  that  will  have  a  gross  domes- 
tic product  much  in  excess  of  $6,000  billion  by  the  time  these  institutions  can 
make  a  significant  contribution  to  the  prosperity  of  their  area. 

A  system  of  developed  CDBs  that  relies  on  an  initial  equity  investment  by  the 
government  would  provide  needed  services  to  well-defined  segments  of  the 
household  and  business  sectors.  These  segments  are  not  being  adequately 
served.  However,  it  would  be  incorrect  to  conclude  that  the  communities  our 
proposal  targets  are  completely  neglected  by  financial  institutions.  For 
instance,  check-cashing  outlets  are  examples  of  profitable  firms  that  provide 
needed  services  to  these  communities.  Our  proposal  would  take  advantage  of 
these  examples  and  add  additional  services  that  are  currently  lacking  in  these 
communities.  In  some  cases,  existing  institutions,  including  credit  unions, 
may  well  evolve  into  CDBs  that  provide  a  broader  range  of  services.  In  other 
cases,  new  institutions  will  be  created. 

These  institutions  are  not  to  be  viewed  as  a  significant  countercyclical  force, 
nor  as  a  major  factor  in  the  growth  of  the  economy.  They  are  to  be  seen  as  a 
set  of  institutions  that  fill  a  gap  in  the  ongoing  institutional  structure.  They 
may  well  provide  part  of  the  institutional  setting  in  which  a  climate  of  oppor- 
tunity replaces  stagnation  for  many  segments  of  the  population. 
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Testimony  of  James  Vitarelloi 

Before  the  House  Small  Business  Committee 

June  7,   1993 

"Small  Business  Lending  and  Community  Development  Banking" 

Introducrion 

Before  I  address  each  of  the  six  questions  included  in  Chairman  Wyden's  letter  of  May  7,  1993, 1 
would  like  to  briefly  describe  some  of  the  positions  that  I  have  held  over  the  past  24  years  which 
have  been  direcdy  related  to  the  complex  issues  that  will  be  discussed  at  today's  hearings: 

1.  Office  of  the  Comptroller  of  the  Currencv  (November  1978  to  February  1986)  I  served  as 
the  Contract  Officer  for  a  comprehensive  evaluation  of  South  Shore  Bank  and  its  holding 
company  subsidiaries  entitled:  An  Evaluation  of  the  Illinois  Neighborhood  Development 
Corporation  (INDC  -  renamed  Shorebank  Corporation).  The  study  was  funded  jointly  by  the 
OCC,  HUD,  EDA  and  the  FRB  and  was  conducted  by  the  Woodstock  Institute,  a  nonprofit 
community  development  research  institute  in  Chicago.  I  will  refer  to  the  major  findings  of  this 
study  later  in  my  testimony.  I  also  served  as  the  fu^t  Program  Manager  of  the  Bank  CDC 
program  where  I  provided  technical  assistance  to  new  bank  CDCs  and  reviewed  their 
applications  to  the  OCC  for  approval  to  create  a  de  novo  bank  CDC  or  invest  in  an  existing 
CDC.  Finally,  I  provided  technical  assistance  and  training  to  both  CRA  examiners  and  bankers 
on  how  to  effectively  utilize  Federal,  state  and  local  housing  and  small  business  finance 
programs  such  as  SBA  7  (a)  guaranty  and  504  programs. 

2.  Consultant  to  two  Communitv  Development  Bank  Investment  Groups  (1986  to  1988)-  in 
Austin,  Texas  and  in  Washington,  D.C.  Although  neither  group  successfully  organized  and 
operated  a  community  development  bank,  the  lessons  that  I  learned  from  these  experiences 
have  been  invaluable  to  my  appreciation  of  the  difficulties  associated  with  the  formation  and 
capitalization  of  a  community  development  bank  firom  its  inception. 

3.  Florida  Black  Business  Investment  Board  (1986)  -  My  consulting  firm  was  retained  to 
conduct  a  pilot  market  study  of  the  Jacksonville  area  as  well  as  to  advise  the  Board  on  its  state- 
wide investment  strategy.  The  Florida  BBIB  was  created  by  the  Florida  legislature  to  provide 
$5  million  in  matching  equity  investments  in  regional  Black  Business  Investment  Corporations 
that  were  capitalized  and  managed  by  local  financial  institutions,  such  as  commercial  banks  and 
insurance  companies,  to  provide  financing  to  Florida's  Black-owned  businesses.  Today  there 
are  seven  BBICs  throughout  the  state  and  over  $20  million  has  been  invested  in  nearly  200 
Black  businesses  since  1988. 

Why  is  South  Shore  Bank  Successful? 

The  critical  factors  resulting  in  the  Bank's  success  were  best  summarized  in  an  appendix  to  a  1985 
INDC  financing  prospectus  entitled: "  Lessons  and  Strategy": 

*  The  bank  holding  company  defined  its  primary  business  as  neighborhood  renewal  for  the 
benefit  of  existing  residents. 


^  James  Vitarello  is  president  of  James  Vitarello  Development  Associates,  a  7-year  old 
development  finance  consulting  firm  located  in  Washington,  D.C.  (202-332-4455) 
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*  Other  institutions,  including  affiliates  of  the  Bank,  were  also  at  work  redeveloping  the 
neighborhood. 

*  The  combined  focus  of  resources  and  professional  resource  managers,  caused  a  synergistic 
effect  in  which  new  investment  adds  value  to  every  other  investment 

*  The  ability  to  attract  federally  insured  deposits  and  convert  them  into  loans  increases 
significantly  the  amount  of  available  development  resources. 

Lessons  of  Neighborhood  Development 

The  major  findings  of  the  Evaluation  of  INDC  (referred  to  earlier)  were  best  summarized  in  the 
same  "Lessons  and  Strategy"  appendix  that  included  the  critical  factors  resulting  in  South  Shore 
Bank's  success.  Any  public  policy  decisions  by  the  Congress  to  either  reform  the  current  banking 
and  small  business  credit  system  or  establish  a  new  community  development  bank  system  should 
carefully  consider  these  findings  and  their  applicability  to  the  reestablishment  of  healthy 
neighborhoods  elsewhere: 

1.  Local  residents  will  invest  time  and  money  to  improve  their  neighborhood  when  they  are 
confident  about  the  future. 

2.  Carefully  underwritten  development  loans  that  include  the  use  of  third-party  co-insurance  do 
not  result  in  losses  that  are  appreciably  higher  than  the  rates  on  more  conventional  loans. 

3.  The  cost  of  operating  a  neighborhood  development  bank  is  considerably  higher  tiian  in 
an  ordinary  community  bank  (often  2  to  3  times  higher  according  to  the  Evaluation)  due  largely 
to  making  smaller  loans  to  less  experienced  business  operators  and  smaller  deposit  balances. 

4.  A  permanent  community  renewal  process  integrates  slow,  small  scale,  organic  activities 
with  well  planned  large  scale  projects. 

5.  Locally  based  organizations  witii  the  capacity  to  initiate  development  projects  are  as  critical 
to  a  permanent  development  process  as  similarly  motivated  financial  intermediaries. 

6.  Successful  development  banking  requires  a  highly  intelligent  staff  tiiat  possesses 
sophisticated  technical  skills  that  are  not  readily  available  (experienced  bankers  with  these  skills 
are  usually  not  motivated  to  apply  them  at  the  neighborhood  level  as  a  career  option). 

Proposed  Federal  Support  for  Communitv  Development  Bank  Programs 

Given  the  complexities  and  limited  Federal  government  resources  available  to  supporting 
community  development  banking  in  underserved  neighborhoods,  I  would  like  to  propose  a 
carefully  targeted  demonstration  program  exclusively  aimed  at  communities  receiving  assistance 
under  the  Economic  Empowemient  Act  of  1993  (enterprise  zones).  As  part  of  the  comprehensive 
strategic  plan  required  by  tiie  legislation,  I  would  include  a  provision  describing  how  existing  small 
businesses  obtain  small  loans  and  how  an  expanded  credit  program  using  existing  financial 
institutions  (banks,  community  loan  funds,  credit  unions,  micro  loan  funds,  etc)  or  a  new 
community  development  bank  will  be  able  to  provide  die  amount  and  kind  of  credit  that  will  be 
required  if  the  enterprise  zone  is  designated  by  the  Federal  government 

The  plan  should  also  include  how  other  organizations  operating  in  the  enterprise  zone  would 
provide  training  and  technical  assistance  to  small  business  operators  for  a  wide  variety  of  skills 
such  as  marketing,  management  and  loan  packaging.  These  organizations,  which  may  or  may  not 
be  affiliated  with  the  community  development  bank  or  loan  fund,  should  receive  technical 
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assistance  grants  from  SBA,  MBDA  or  EDA  over  a  5-year  period  to  ensure  their  ability  to  initiate, 
train  and/or  provide  technical  assistance  to  small  businesses  and  CDC's  located  in  the  enterprise 
zone. 

In  order  to  reduce  the  high  operating  and  transaction  costs  for  either  existing  depository  institutions 
or  new  community  development  banks,  I  would  provide  them  with  the  following  incentives: 

*  50%  tax  credits  spread  out  over  5  years  for  any  new  or  substantially  rehabilitated  bank 
buildings  located  in  the  zone  and  for  any  equity  capital  invested  in  a  new  community 
development  bank. 

*  Substantially  lower  Federal  deposit  insurance  premiums  (based  on  a  pro  rata  share  of 
enterprise  zone  deposits  compared  to  total  bank  deposits  for  existing  banks) 

*  Automatic  membership  in  the  Federal  Home  Lxjan  Bank  System  without  any  "non-QTL"^ 
restrictions  concerning  the  use  of  long-term  advances  or  collateral  needed  to  secure  these 
advances. 

For  non-profit  financial  institutions  such  as  community  loan  funds,  I  would  provide  the  following 
incentives: 

*  Tax-exempt  deposits  for  any  funds  that  are  reinvested  in  the  enterprise  zone. 

*  Five-year  grants  to  serve  as  fund  reserves  and  offset  high  operating  costs  commensurate  with 
projected  loan  demand  and  actual  loans  made  to  enterprise  zone  businesses  and  low-income 
housing. 

In  order  to  reduce  the  credit  risk  to  the  financial  institutions  operating  in  these  enterprise  zones  and 
to  encourage  the  origination  of  smaller  loans  to  startup  and  young  businesses,  I  would  require 
SBA  to  develop  a  demonstration  risk-sharing  program  specially  designed  for  enterprise  zones. 
The  parameters  of  this  demonstration  program  should  parallel  a  similar  risk-sharing  program 
enacted  by  Congress  in  the  Housing  and  Community  Development  Act  of  1992  (Sec.  542)  for 
FHA  multifamily  housing  loans  (as  a  consultant  to  GAO,  I  helped  design  this  program  from  its 
inception).  While  the  demonstration  program  should  be  flexible,  it  should  also  include  the 
following  criteria  and  limitations: 

1.  It  should  be  limited  to  small  loans  (under  $50,000),  to  very  small  business  (under  25 
employees),  or  very  young  (less  than  3  years  old)  businesses.  These  are  the  kinds  of 
businesses  that  historically  have  had  difficulty  obtaining  bank  loans,  including  SBA  7  (a) 
guaranty  loans. 

2.  The  normal  SBA  7  (a)  collateral  requirements  should  be  waived  and  replaced  witii  whatever 
the  lender  believes  is  reasonable  under  the  circumstances  (I  have  been  informed  on  numerous 
occasions  that  SBA  collateral  requirements  often  exceed  individual  bank  requirements,  thereby 
excluding  credit-worthy  service  businesses  and/or  younger  businesses  lacking  sufficient 
collateral). 


2  QTLs  are  Qualified  Thrift  Lenders  that  maintain  at  least  70%  of  their  portfolio  loans  in 
residential  mortgage  loans.    Non-QTLs  are  lenders  that  fail  to  meet  this  minimum  portfolio  test. 
In  1989  (FIRREA),  Congress  allowed  non-QTLs  with  a  minimum  residential  loan  portfolio  of 
10%  to  join  the  Bank  System,  but  subjected  them  to  several  restrictions.    FIRREA  also  greatly 
reduced  the  amount  of  non-residential  mortgage  loans  that  could  be  used  as  collateral  for 
securing  long-term,  fixed-rate  advances  from  the  Bank  System. 
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3.  The  SBA's  share  of  the  risk  should  not  exceed  50%  of  the  loan  amount,  but  SBA  should 
not  require  prior  approval  of  each  loan,  up  to  the  pre-approved  loan  amount  for  both  individual 
loan  and  cumulative  loan  amounts. 

4.  Only  lenders  certified  by  SBA  shall  participate  in  the  demonstration  program  after  SBA  has 
been  satisfied  that  the  lender  has: 

*  Experienced  and  well-trained  loan  officers  capable  of  originating  and  servicing  the  size 
and  kind  of  loans  included  in  the  risk-sharing  agreement  between  SBA  and  the  lender. 

*  Sufficient  capital  and  loan  reserves  to  absorb  any  probable  loan  losses. 

*  Received  a  satisfactory  safety  and  soundness  rating  from  its  bank  regulator  during  its 
most  recent  examination  (in  the  case  of  non-regulated  lenders,  such  as  community  loan 
funds,  the  SBA  and  the  Enterprise  Zone  agency  would  have  to  certify  the  use  of  alternative 
auditors). 

*  Obtained  a  satisfactory  CRA  rating  during  its  most  recent  CRA  examination 

Federal  Regulatory  Oversight 

As  sound  public  policy.  Congress  should  never  include  both  the  funding  and  regulatory  functions 
in  a  single  agency.  This  creates  a  potential  conflict  of  interest  between  the  twin  goals  of  protiroting 
the  same  private  sector  financial  institutions  that  you  are  responsible  for  supervising.  The  old 
Federal  Home  Loan  Bank  Board  suffered  under  this  dilemma  which  also  led  to  the  worst  financial 
fiasco  in  American  history:  The  S&L  crisis. 

Given  this  principle,  each  financial  institution  should  be  regulated  by  its  respective  regulatory 
agency,  including  community  development  banks,  which  would  have  the  option  of  being  regulated 
by  any  of  the  tiiree  bank  regulatory  agencies:  OCC,  FDIC  or  FRB.  Community  development 
credit  unions  would  continue  to  be  supervised  by  NCUA. 

Community  loan  funds  and  micro  loan  funds  are  presentiy  not  regulated  by  any  state  or  Federal 
agency.  Perhaps  their  greatest  strength  has  been  their  flexibility  and  creativity,  which  would 
undoubtedly  be  diminished  if  they  were  required  to  be  chartered  and  regulated  like  a  commercial 
bank.  On  the  other  hand,  since  they  would  be  receiving  substantial  Federal  benefits  under  my 
profKJsal,  the  Federal  government  has  a  responsibility  to  hold  them  financially  accountable.  As 
noted  earlier,  for  non-regulated  lenders  such  as  loan  funds,  the  SBA  and  the  enterprise  zone 
funding  agency  should  authorize  a  qualified,  independent  third  party  to  conduct  financial  audits  of 
these  loan  funds  on  a  regular  basis.  For  example,  the  National  Association  of  Community 
Development  Loan  Funds  regularly  conducts  examinations  of  its  member  institutions  to  ensiue  that 
they  are  meeting  the  standards  of  the  Association.  If  these  examinations  met  the  standards 
established  by  the  SBA  and  the  enterprise  zone  funding  agency,  the  Association  could  qualify  as 
the  designated  examiner  for  non-depository  loan  funds  participating  in  this  program. 

Conclusion 

I  strongly  believe  that  the  enterprise  zone  concept  provides  an  excellent  opportunity  both  to  test  the 
community  development  bank  initiative  proposed  by  the  Qinton  Administration  and  to  enhance  the 
financing  available  for  small  businesses  located  in  the  enterprise  zone.  It  combines  the  kind  of 
targeted  and  comprehensive  financial  and  technical  assistance  successfully  utilized  by  South  Shore 
Bank  and  its  affiliates  in  the  South  Shore  neighborhood  since  1973.  In  addition,  the  specific 
incentives  and  risk-sharing  proposals  are  directed  both  toward  attracting  long-term  private  sector 
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investors  in  community  development  banks  and  at  reducing  the  higher  operating  costs  and  credit 
risks  associated  with  this  kind  of  lending,  while  providing  strict  performance  standards  for  both 
existing  and  new  financial  institutions  willing  to  participate  in  this  innovative  program. 

It  also  provides  each  enterprise  zone  community  with  the  option  of  selecting  its  own  unique 
financial  and  technical  assistance  strategy,  ranging  from  attracting  existing  financial  institutions 
such  as  commercial  banks,  credit  unions  or  community  loan  funds,  to  creating  de  novo  community 
development  banks. 

Combining  the  enterprise  zone  and  community  development  banking  programs  affords  this  country 
a  unique  opportunity  to  target  public,  private  and  nonprofit  resources  to  many  of  its  most 
distressed  urban  and  rural  communities.  It  should  harness  the  initiative,  creativity  and  energy  of  the 
private  and  nonprofit  sectors  with  the  financial  and  regulatory  commitment  of  the  Federal 
government  By  supporting  lower-income  and  disadvantaged  communities  to  help  themselves,  we 
are  also  helping  to  maintain  our  position  as  the  most  culturally  diverse  and  democratic  country  in 
the  world.  It  should  also  enhance  our  intemational  economic  prestige  by  demonstrating  to  the  rest 
of  the  world  that  the  United  States  has  both  the  vision  and  the  compassion  to  make  a  long-term 
financial  commitment  to  bring  capitalism  and  economic  justice  to  some  of  its  own  "third  world" 
communities. 
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Remarks  of  Jeana  Woolley  to  the 

Committee  on  Small  Business 

Subcommittee  on  Regulation,  Business  Opportunities  and  Technology 

Representative  Ron  Wyden,  Chair 

June  7,  1993 

Honorable  Chair  and  Members  of  the  Subcommittee: 

Thank  you  for  the  invitation  to  appear  before  the  Subcommittee  to 
describe  our  efforts  in  Portland,  Oregon  to  create  a  Community 
Development  Bank,  and  the  importance  of  federal  support  in  this 
type  of  community  initiative  nation-wide. 

I.  The  Portland  Initiative: 

Approximately  two  years  ago,  I  was  asked  to  serve  on  an  organizing 
committee  whose  initial  task  was  to  examine  the  feasibility  of 
founding  a  community  based  financial  institution  to  serve  the 
economically  and  socially  distressed  neighborhoods  of  N/NE 
Portland.  After  a  lengthy  process  of  community  discussion  and 
research  into  the  market,  our  group  decided  that  a  new  institution 
was  both  possible  and  needed.  For  the  last  year,  we  have  worked  to 
develop  a  business  plan  and  implementation  strategy  for  the 
institution  we  envision.  As  a  twenty  year  resident  of  the 
Northeast  community,  and  a  professional  in  the  field  of  urban 
development,  I  have  served  as  both  a  community  and  business  advisor 
to  the  project.  A  settlement  between  a  local  utility  company  and 
a  group  representing  ratepayers  provided  a  $2  million  dollar  grant 
which  will  serve  as  the  seed  money  to  capitalize  this  institution. 
We  will  need  to  raise  another  approximately  $2  million  from 
investors  to  complete  the  start-up  capitalization  of  the  company. 

After  a  year  and  a  half  of  research  and  community  discussion,  our 
organizing  group  decided  to  pursue  the  creation  of  a  development 
bank  holding  company  as  opposed  to  other  types  of  development 
institutions.  This  holding  company  will  own  and  manage  two 
subsidiaries  —  a  commercial  bank,  and  a  for-profit  real  estate 
developer.  This  customization  of  the  holding  company's 
subsidiaries  is  one  variation  of  the  South  Shore  model  from 
Chicago,  which  I  understand  this  sub-committee  will  also  be 
studying.  Working  together,  under  the  supervision  and  direction  of 
the  holding  company's  Board  of  Directors,  the  developer  and  bank 
will  design  and  implement  targeted  development  and  lending 
activities  to  revitalize  the  physical  and  economic  life  of  some  of 
Portland's  most  distressed  communities. 
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II.  The  Challenge  of  Community  Redevelopment: 

To  understand,  why  we  are  pursuing  the  formation  of  a  community 
development  bank,  it  is  important  to  understand  the  unique 
challenges  presented  by  economically  distressed  communities.  I 
will  spend  just  a  few  minutes  giving  you  an  overview  of  the  problem 
as  I  see  it. 

Urban  neighborhoods,  such  as  N/NE  Portland,  have  typically 
experienced  years  of  disinvestment  and  neglect.  In  all  aspects  of 
the  local  economy,  capital  is  extracted  from  the  area  and  rarely 
reinvested  in  the  neighborhood.  Absentee  landlords  maintain  shabby 
buildings,  home-owners,  who  often  have  deposits  in  local  banks, 
find  themselves  with  no  access  to  money  to  maintain  and  improve 
their  homes,  businesses  close  or  move,  and  residents  begin  to 
despair. 

The  process  of  turning  around  these  neighborhoods  takes  much  more 
than  money.  It  takes  significant  skill,  vision  and  energy,  as  well 
as  first-rate  development  expertise,  and  the  ability  to  work  with 
low-income  and  minority  people.  The  work  must  happen  in  a 
comprehensive  manner,  and  it  must  recognize  the  unique  needs,  both 
social  and  economic,  of  the  people  of  the  neighborhood.  Although 
disinvestment  is  a  phenomenon  of  the  market,  successful 
reinvestment  must  include  social  development  factors  that  the 
conventional  marketplace  will  typically  ignore. 

Clearly,  a  community  needs  access  to  credit  in  order  to  transform 
its  economy.  However,  a  bank  alone  can  not  undertake  the 
significant  real  estate  and  human  capital  development  activities 
which  may  be  required  to  fully  restore  a  dysfunctional  market.  We 
believe  that  the  concept  of  community  development  banking  could  go 
a  long  way  in  filling  some  of  the  gaps  that  now  exist  in  distressed 
communities. 

III.  The  South  Shore  Model 

A  few  key  ideas  underlie  the  South  Shore  model,  and  are  important 
to  understand  as  you  consider  helping  to  replicate  it  elsewhere. 
They  are: 

Many  people  who  live  and  work  in  economically  distressed 
neighborhoods  want  to  improve  their  homes  and  expand  their 
businesses.  Though  they  may  not  qualify  for  conventional 
financing,  they  are  fundamentally  credit-worthy,  and  will  invest 
their  own  time  and  money  given  the  opportunity. 

Community  Development  is  a  partnership  between  motivated 
financial  partners  and  people  who  care  about  their  communities.  To 
successfully  develop  an  area,  prudent  business  relationships 
between  financial  institutions  and  small  community-based  developers 
need  to  be  supported. 
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If  redevelopment  is  carefully  targeted,  and  sufficient 
institutional  capacity  exists,  market  forces  can  be  restored  in 
economically  distressed  communities. 

By  coordinating  and  using  diverse  tools  —  banking,  real 
estate,  venture  capital,  technical  assistance,  and  human  talent  — 
that  are  tailored  to  meet  specific  needs,  a  community  development 
institution  can  establish  or  build  a  market  understanding  and 
community  relationships  that  allows  it  to  safely  make  loans  and 
investments  that  do  not  conform  to  conventional  criteria.  By  doing 
this  successfully  over  time,  a  community  development  institution 
will  create  new  markets  for  traditional  lenders  and  business. 

Taken  together,  these  observations  show  that  the  key  to  community 
redevelopment  is  active  and  smart  partnerships  between  the  people 
of  a  community,  and  its  institutions.  The  South  Shore  model  we 
seek  to  replicate  in  Portland  —  that  of  a  bank  holding  company 
with  several  subsidiaries  —  is  customized  to  suit  current 
development  needs  in  Portland's  distressed  N/NE  community.  We 
believe  the  model  is  replicable  because  of  the  assumptions  that 
underlie  it  —  that  successful  community  development  banking  must 
be  flexible  and  innovative,  and  adapted  to  each  particular 
community.  In  each  location,  local  needs  and  capacities  must 
determine  the  appropriate  design. 

In  Portland,  we  will  focus  on  the  development  of  residential  real 
estate.  In  Arkansas,  where  Shorebank  helped  begin  Southern 
Development  Bancorp,  the  focus  has  been  on  the  specialized  business 
development  of  a  rural  community.  The  model  of  a  bank  holding 
company  with  variable  subsidiaries  developed  to  meet  specific 
market  needs  provides  that  flexibility. 

In  addition,  we  know  that  the  South  Shore  model  has  worked.  The 
bank  performs  at  levels  equal  to  those  of  other  successful 
regulated  lending  institutions.  In  the  last  ten  years,  the 
compounded  annual  growth  rate  of  the  holding  company  has  been 
16.6%.  We  know  that  markets  can  be  restored  in  low-income 
neighborhoods,  and  we  believe  this  model  is  a  vehicle  to  do  just 
that  in  N/NE  Portland. 

IV.   Relationship  to  commercial  Banks: 

We  believe  strongly  that  healthy  community  development  banks  will 
enhance  the  market  for  other  businesses,  particularly  commercial 
banks.  The  two  types  of  institutions  —  traditional  financial 
institutions  and  community  development  banks  —  should  not  be 
viewed  as  direct  competitors,  but  instead  as  partners  in  the 
rebuilding  of  distressed  markets. 
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As  I  discussed  in  the  section  describing  the  problems  of  urban 
neighborhoods,  credit  alone  will  not  turn  around  the  market.  For 
that  reason,  traditional  banks  cannot  alone  turn  around  distressed 
communities.  I  do,  however,  believe  that  traditional  lending 
institutions  could  be  encouraged  to  do  more  in  low-income 
communities,  and  I  will  take  a  few  minutes  to  give  you  my  thoughts 
on  the  questions  you  raise  about  what  might  be  done. 

Commercial  banks  are  in  the  business  of  making  money.  Low-income 
neighborhoods  need  smaller  loans  and  more  sophisticated  staff  than 
conventional  markets.  Although  the  lending  institutions  have  the 
human  and  technical  resources  to  make  these  loans,  smaller 
transactions  are  less  profitable  than  conventional  products. 
Clearly,  if  the  federal  government  wants  to  encourage  lending 
activity  in  low-income  neighborhoods,  it  must  use  the  regulatory 
process  to  increase  the  financial  incentives  for  doing  that  type  of 
work.  It  also  must  help  create  good  community  partners  that  will 
enhance  the  traditional  lenders'  markets. 

I  am  not  an  expert  in  the  area  of  bank  regulation,  but  a  number  of 
possibilities  come  to  mind  when  discussing  how  the  federal 
government  could  encourage  increased  activity  by  traditional 
commercial  banks: 

1)  Continue  to  strengthen  the  enforcement  of  the 
Community  Reinvestment  Act  —  which  has  pushed  the  banks  to  market 
those  conventional  products  that  do  work  in  low-income  communities. 

2)  Consider  legislative  action  that  would  extend 
privileges  such  as  interstate  banking,  higher  levels  of  deposit 
insurance,  permission  to  sell  securities,  or  other  profitable 
activities,  in  return  for  demonstrated  commitment  to  lending  and 
credit  in  low  and  moderate  income  neighborhoods. 

3)  Provide  incentives  to  encourage  traditional 
institutions  to  invest  in  community  development  activities  such  as 
community  development  banks.  These  incentives  could  include  both 
CRA  credit  and  the  extension  of  privileges,  and  would  help 
encourage  partnership  between  focused  community  development 
institutions  and  traditional  banks. 

V.   Federal  Support  for  Community  Development  Banks: 

You  ask  what  the  federal  government's  relationship  and  support  of 
community  development  banks  should  be. 

The  Clinton  Administration's  proposal  to  create  100  community 
development  banks  would  have  a  dramatic  effect  on  the  life  of 
disadvantaged  communities  throughout  the  country.  It  is  a 
tremendously  exciting  and  important  undertaking,  and  should  be 
taken  forward  deliberately  with  as  much  community  involvement  as 
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possible.  I  mentioned  to  you  earlier,  that  we  have  been  working  on 
this  project  for  a  year  and  a  half  in  Portland.  Much  of  that  time 
has  gone  into  exploring  assumptions  and  processing  plans  with 
residents  —  it  is  this  knowledge  of  local  markets  that  allows  a 
community  development  bank  to  be  successful. 

The  only  caution  I  would  offer  as  you  approach  the  Administration's 
proposal  is  that  it  is  extremely  ambitious.  We  have  now  worked  for 
two  years  to  build  the  foundation  upon  which  our  community 
development  bank  will  be  built.  Replicating  that  work  in  100 
communities  will  be  challenging  to  say  the  least.  Depending  on  the 
level  of  resources  that  is  ultimately  appropriated  to  pursue  this 
concept,  it  may  be  wise  to  attempt  a  smaller  number  of  projects  in 
a  more  comprehensive  fashion.  As  a  more  modest  number  of  these 
institutions  come  on  line,  we  will  be  better  able  to  adapt  the 
concept  and  guarantee  success. 

With  that  in  mind,  I  would  propose  that  the  federal  government  make 
available  two  types  of  support  that  would  be  phased  in  steps.  The 
first  would  be  modest  grants  that  would  enable  communities  to 
explore  the  feasibility  of  creating  this  type  of  institution  to 
serve  their  neighborhoods.  This  support  should  be  relatively 
accessible,  and  should  encourage  distressed  communities  to  build 
the  community  consensus  and  market  understanding  that  will 
ultimately  turn  their  neighborhoods  around.  By  investing  in  the 
front  end  of  the  planning  process,  the  federal  government  will 
ultimately  come  up  with  a  better  product  more  suited  to  each 
community. 

The  second  step  would  be  to  provide  equity  investments  in  those 
development  banks  that  emerge  with  a  critical  mass  of  support  and 
a  sound  community-based  business  plan.  These  investments  should 
be  competitive,  should  be  matched  by  local  government  and/or 
investors,  and  should  be  tied  to  a  demonstrated,  successful  effort 
to  define  the  needs  of  a  community  and  then  build  the  proposed 
institutions 's  business  plan  around  the  business  opportunities 
those  needs  present. 

In  return  for  its  investment,  the  federal  government  should  expect 
a  return  on  its  money.  Therefore,  it  must  create  an  innovative  and 
competitive  process  for  selecting  communities  to  receive  equity 
investments.  Although  I  believe  development  banking  has  and  will 
continue  to  work,  it  is  a  business  that  requires  the  utmost  skill 
and  dedication.  It  will  serve  no  one  to  rush  into  the  formation  of 
institutions  that  ultimately  fail.  In  supplying  federal  support, 
the  government  must  demand  accountability,  and  actively  review  the 
success  and  failure  of  each  new  adaption  of  the  model. 

As  federally  insured  depository  institutions,  development  banks 
will  be  subject  to  the  oversight  of  existing  regulatory 
authorities.  I  believe  this  should  absolutely  be  the  case.  I  also 
believe  that  there  is  no  need  to  establish  a  new  charter  for 
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development  banks.  The  existing  regulation  provides  both 
discipline  to  the  institution,  as  well  as  credibility  to  the 
community  it  serves.  Although  there  may  be  some  fine-tuning 
necessary  to  the  regulations,  the  better  source  of  additional 
federal  control  would  be  through  the  process  for  selecting  those 
community  development  banks  that  receive  targeted  federal  support. 

In  addition  to  equity  investments,  the  federal  government  should 
consider  increased  support  to  the  non-bank  subsidiaries  of  the 
community  development  bank  holding  companies.  Grants,  forgivable 
loans  and  other  creative  sources  of  capital  should  be  made 
available  to  those  developers,  community-based  non-profits  and 
neighborhood  entrepreneurs  who  are  on  the  new  frontiers  of 
community  development.  These  affiliate  organizations  are  crucial 
to  the  success  of  both  community  development  banks,  and  their 
commercial  partners.  To  insure  the  most  effective  use  of  these 
grants,  they  should  again  be  tied  to  community  planning  processes. 
Too  often  our  subsidies  have  gone  to  developers  who  do  not 
understand  the  dynamics  of  the  communities  they  intend  to  serve. 
By  tying  these  grants  to  the  affiliated  community  development 
banks,  and  community  plans,  you  will  ensure  that  the  money  is  being 
used  as  effectively  as  possible. 

On  all  of  these  fronts,  I  believe  that  the  Congress  should  join 
forces  with  the  Clinton  Administration  to  move  forward  a  deliberate 
plan  to  support  community  development  banking. 

VI.   Conclusion 

Your  final  question  asks  what  type  of  critical  mass  is  necessary  to 
make  a  community  development  bank  possible.  This  critical  mass 
must  include  business  and  government  support,  a  source  of  initial 
capitalization  and  complementary  initiatives  in  the  neighborhoods. 
Most  importantly,  it  must  include  a  commitment  on  the  part  of 
neighborhood  residents  to  working  in  partnership  with  community 
development  and  traditional  institutions  to  realize  their  vision  of 
a  revitalized  community. 

In  Portland,  we  have  worked  hard  for  the  last  two  years  to  achieve 
that  critical  mass.  We  have  community  support  and  excitement.  We 
have  a  $2  million  stake  to  get  us  started,  and  we  have  an 
aggressive  program  by  local  government  and  community  based  groups 
to  rehabilitate  the  neighborhood.  We  also  have  the  cooperation  of 
the  state's  large  and  established  lending  institutions.  If  all  goes 
well,  we  will  have  the  doors  to  this  new  institution  open  by  May  1, 
1995,  and  perhaps  sooner.  As  I've  mentioned  previously,  the 
process  of  opening  a  community  development  bank  is  a  demanding  one, 
but  it  is  one  we  are  committed  to  as  a  community. 
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By  testifying  here  today,  I  hope  to  emphasize  two  important 
notions.  The  first  is  that  this  concept  can  work,  and  that  now  is 
the  time  to  pursue  it.  The  second  is  that  our  project  in  Portland 
may  serve  as  a  model  for  what  is  possible.  I  understand  that  there 
are  two  or  three  similar  initiatives  currently  underway  nation- 
wide. By  studying  these  initiatives,  the  South  Shore  experience, 
as  well  as  our  work  in  Portland,  I  hope  we  can  build  a  blue-print 
for  continuing  this  work  in  other  urban  and  rural  areas. 

I  am  very  excited  that  you  are  taking  the  time  to  explore  this 
subject,  and  hope  that  this  testimony  has  been  helpful  to  you. 
I  appreciate  the  opportunity  to  appear,  and  would  be  glad  to 
provide  any  further  information  that  may  be  helpful. 
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Rather  than  direct  a  theory-based  discussion  on  community  development  banking  to 
you,  I  thought  it  might  be  helpful  to  describe  what  we  have  done  in  Cleveland  and  let 
the  theory  emerge  from  our  actual  experience. 

I.         Cleveland  &  Neighborhood  Progress,  Inc. 

About  six  years  ago,  those  local  foundations  and  corporations  already  making  a 
sizeable  investment  in  Cleveland  decided  that  their  funds  would  be  more  effective 
if  they  were  pooled.   The  feeling  was  that  they  could  gain  greater  leverage  and 
strategic  direction  if  their  collaboration  was  consistent  rather  than  incremental. 
This  effort  was  aided  greatly  by  the  intervention  the  Ford  Foundation  which 
offered  to  make  a  substantial  commitment  to  the  support  of  the  Community 
Development  Corporation  industry  in  Cleveland  if  local  foundations  and 
corporations  would  do  the  same. 

The  result  was  the  formation  of  Neighborhood  Progress,  Inc.,  a  forum  which 
brings  together  the  major  stakeholders  in  rebuilding  neighborhoods  and  which 
provides  the  setting  for  making  decisions  about  the  allocations  of  a  major  portion 
of  the  charitable  funds  flovdng  into  neighborhoods.    Present  in  this  forum  are 
representatives  of  the  corporate  community  at  the  level  of  CEO,  local  government 
officials,  foundation  board  members,  and  neighborhoods.   This  group  has  the 
responsibility  to  set  major  policies  and  establish  budgets  for  grants  totalling 
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approximately  $4.5  million  every  two  years,  (75%  of  which  goes  to  support  the 
operations  and  projects  of  community  development  corporations)  and  program 
related  investment  loans  of  approximately  $2.5  million  with  another  $2.5  million 
in  the  offing.    In  addition,  the  major  corporations  have  created  a  development 
loan  fund  for  major  civic  projects  and  have  assigned  approximately  $10  million 
for  neighborhood  projects. 

There  are  several  other  components  of  the  Cleveland  situation  which  will  help 
prepare  for  the  discussion  of  the  development  bank.    One  is  the  fact  that  we 
have  the  aggressive  leadership  of  a  mayor  who  is  committed  to  securing  greater 
investment  in  neighborhoods.    I  know  of  no  other  city  where  political  leadership 
has  intervened  to  the  extent  it  has  in  Cleveland  to  secure  substantial  bank 
commitments  to  provide  capital.   The  other  side  of  this  situation  (and  a  second 
component)  is  the  fact  that  the  Presidents  of  the  two  largest  banks  in  the  city 
(Society  and  National  City  Banks)  sit  on  the  NPI  Board,  and  they,  along  with  the 
other  major  lenders  have  always  made  credit  available  to  neighborhood  projects. 

I  have  wanted  to  present  a  picture  of  these  strengths  in  order  to  provide  you 
with  a  context  for  our  decision  to  explore  the  creation  of  a  community 
development  bank  in  Cleveland  and  now  actively  to  pursue  establishing  one.    It 
is  important  to  know  that  we  are  doing  so  v«th  a  well-funded  CDC  industry, 
with  a  private  community  development  loan  fund  of  approximately  $15  million. 
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and  with  a  lending  industry  actively  seeking  out  investment  opportunities  in  our 
neighborhoods.     In  other  words  our  decision  to  try  to  capitalize  a  bank  was  not 
made  in  the  context  of  trying  to  create  an  alternative  to  these  initiatives  and 
institutions  or  because  we  didn't  have  them  in  place.   We  have  undertaken  this 
work  as  a  part  of  a  total  capital  formation/capital  management  agenda.   We 
believe  that,  properly  understood  and  conceived,  the  development  bank  brings  a 
unique  set  of  characteristics  which  creates  positive  intersections  with  all  these 
other  efforts. 

II.      Why  a  Development  Bank 

The  next  section  of  this  narrative  vnll  describe  the  attributes  of  a  development 
bank  which  we  found  attractive.   When  I  arrived  in  Cleveland  a  httle  more  than 
four  years  ago,  it  was  the  business  flight  and  job  loss  (with  the  resultant  loss  of 
city  income)  which  most  struck  me.   As  examples,  during  the  1980's  the  city  lost 
30,000  jobs  while  the  suburbs  added  2,600  jobs:  and  in  the  period  1985  -  1990, 
there  was  a  net  loss  of  206  manufacturing  establishments  in  the  city.    And  it  was 
this  particular  situation  which  precipitated  our  discussions  with  the  Shorebank 
administration:  we  were  looking  to  design  a  strategy  which  would  build  a 
business  formation  support  system.    Our  strategy  was  to  build  economic  activity, 
not  by  approaching  the  large  companies  in  Cleveland  (such  as  Parker  Hannifin, 
British  Petroleum,  Progressive  Insurance,  or  Premier  Industrial),  but  to  find  a 
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way  to  create  an  environment  in  the  city  which  was  more  supportive  of  business 
start-ups  than  any  other  place  in  the  region.    Because  of  the  intensive  cost- 
cutting  going  on  in  large  companies,  we  felt  that  we  could  not  build  a  long-term 
strategy  around  them;  instead,  inspite  of  the  risks  involved,  we  felt  that  if  our 
city  neighborhoods  were  to  have  an  economic  future,  it  lay  in  new  business 
formation  and  we  wanted  to  release  the  entrepreneurial  energies  of 
neighborhood  stakeholders.   We  wanted  entrepreneurs  to  consider  locating  in  the 
city  first,  not  last,  and  it  was  in  this  context  that  we  began  to  design  strategy  and 
program. 

The  result  is  a  program  with  four  elements  in  it: 

1.  The  provision  of  capital  to  seed  start-ups,  some  of  which  is  "non-bank" 
capital. 

2.  The  provision  of  high  quality,  many  faceted  business  services. 

3.  The  provision  of  a  variety  of  high  quality  real  estate  products  some  of 
which  is  incubator  space. 

4.  The  implementation  of  a  labor  force  program  to  link  neighborhood  resident 
to  the  resulting  output  of  the  new  economic  activity. 
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It  was,  therefore,  in  the  context  of  preparing  an  economic  development  strategy 
that  we  began  our  review  of  program  design,  and  it  was  when  we  began  to 
consider  the  alternatives  for  the  administration  of  such  a  program  that  the  merits 
of  a  development  bank,  and  Shorebank  in  panicular,  became  apparent. 

The  salient  characteristics  of  the  bank  which  appealed  to  us  are  as  follows: 

1.  Target  area  focus.   We  support  CDCs  because  they  are  institutions  focussed 
on  a  specific  place.   They  have  a  full-time  mission  to  improve  the  place 
where  they  are.    From  our  point  of  view,  community  development  banks, 
to  be  successful,  will  have  this  same  characteristic;  and  this  is  was  one  of 
the  more  attractive  features  of  Shorebank. 

2.  Capital  formation/capital  management  (mobilizing  and  rationalizing 
capital).      From  our  point  of  view,  the  capital  rules  around  banks  allow  for 
great  leverage,  and  a  neighborhood  based  banking  institution  can  provide  a 
great  opportunity  to  add  capital  to  the  neighborhood.   Of  the  growth  in 
deposits  at  the  South  Shore  Bank  from  $40  million  to  $220  million,  half 
has  come  from  beyond  the  neighborhood.   If  a  goal  is  to  create  a 
competitive  environment  for  business  formation,  clarity  about  the  rules  and 
the  minimizing  of  vexatious  procedures  governing  the  access  to  capital  are 
imperative.   And  banks  have  a  history  of  regularity  in  their  credit  policy 
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procediires,  which  places  the  capital  management  systems  outside  of  fads 
and  political  pressures. 

3.  Market  change  pioneering.   We  needed  as  a  managing  institution  one 
devoted  to  changing  the  economic  fundamentals  of  a  place  to  create 
growing  markets  and  wealth.    Because  of  the  focus  on  place,  and  because 
of  the  reliance  of  a  credit  institution  on  positive  changes  to  increase  the 
safety  and  soundness  of  its  portfolio,  a  development  banking  institution  has 
a  unique  self-interest  in  effecting  positive  market  change  and  wall  devote 
itself  to  understanding  local  economies.   A  corollary  to  this  is  that 
ultimately  the  success  of  a  development  bank  depends  on  the  establishment 
of  a  network  of  relationships  with  other  institutions,  including  other  banks, 
which  contribute  to  positive  changes  in  market  forces. 

4.  High  Service/Multiple  Intervention.    No  one  program  or  idea  will  correct 
the  decline  in  a  neighborhood.   The  task  is  to  organize  a  multiple 
intervention  approach  under  a  management  system  cohesive  enough  to 
produce  change.   This  means  that  when  one  considers  the  development 
banking  opportunity,  it  is  important  to  consider  the  structure  and 
relationship  of  non-banking  services,  affiliates,  and  partners.    In  Cleveland, 
therefore,  as  a  part  of  our  strategy,  we  have  assembled  an  approach  which 
includes  banking,  business  formation  (including  incubators),  and  labor 
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force  development.    In  1982,  the  Federal  Reserve  made  the  following 
observation:  that  a  bank  holding  company,  "possesses  a  unique 
combination  of  financial  and  managerial  resources  making  them 
particularly  smted  for  a  meaningful  and  substantial  role  in  remed>ang  our 
social  ills".   But  in  order  to  manage  the  unique  opportunities  present  in 
urban  neighborhoods  (&  rural  ones  also),  the  managing  structure  has  to  be 
prepared  to  provide  an  above  normal  amount  of  service,  a  hallmark  of 
coiimiimity  oriented  banks. 

5.  Institutional  Leverage.   As  we  considered  the  options  for  program 
management,  we  were  aware  of  a  number  of  high  quality  regional 
institutions  which  we  needed  to  connect  to  the  neighborhood  or  target 
area.   Among  them  were  technology  transfer  operations,  venture  funds,  and 
university  research  and  development  activities.   We  needed  a  program 
management  institution  powerful  enough  to  engage  these  institutions  and 
broker  them  into  the  neighborhood  or  target  area. 

6.  Permanence.  Whatever  institution  we  created  we  wanted  to  be  on  the 
scene  for  a  long  time,  to  be  a  permanent  citizen  of  the  target  area.   A  bank 
enjoys  a  unique  position  of  credibility  and  position  in  a  community;  it  is 
perceived  to  be  stable  and  permanent,  part  of  the  permanent  infrastructure 
of  a  neighborhood  like  schools  and  places  of  worship. 
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As  we  surveyed  the  range  of  institutional  options  available  to  us,  we 
considered  the  following: 

-  our  community  development  loan  fund 

-  the  large  regional  commercial  banks 

-  credit  unions 

-  social  service  organizations 

-  others  like  churches. 

For  our  purposes  it  seemed  to  us  that  we  were  seeking  a  specialized  institution 
capable  of  managing  multiple  interventions  with  a  tightly  focussed  mission 
organized  around  a  special  opportunity. 

By  the  time  we  reviewed  the  list  and  placed  it  against  the  characteristics  we 
sought,  nothing  seemed  as  apposite  as  a  development  bank,  and  there  were 
none  with  as  much  experience  as  the  operation  in  Chicago. 

III.       The  Cleveland  Program 

The  result  of  all  this  deliberation  is  a  strategy  to  create  new  businesses  in  a 
targeted  section  of  the  east  side  of  Cleveland,  a  target  area  of  approximately 
100,000  people.   The  program  will  consist  of  those  elements  described  above. 
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with  the  major  addition  of  the  presence  of  a  regulated  bank  as  the  principle 
managing  entity  which  holds  it  all  together.    In  addition,  drawing  on  the 
experience  of  the  South  Shore  Bank,  we  expect  to  make  housing  development  an 
economic  development  opportunity  for  residents  of  the  target  area.   Another 
major  institutional  player,  SPEDD,  the  manager  of  over  2  million  square  feet  of 
incubator  space  in  western  Pennsylvania,  has  been  added  to  bring  skills  in 
business  services  and  industrial  real  estate  to  the  program  operation.   An 
organizational  chart  is  provided  below. 
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From  both  the  organizational  chart  and  the  capital  structure  it  becomes  apparent 
that  our  program  depends  on  the  success  of  activities  carried  on  by  various 
affiliates  and  partners  of  the  bank,  as  well  as  the  bank  operation  itself.    In  our 
view,  a  key  component  to  this  is  that  capital  formation  and  sound  banking 
business  judgement  guide  the  strategy  and  specific  program  interventions. 

The  capitalization  structure  is  contained  below.   As  I  have  mentioned  elsewhere, 
it  is  important  to  note  the  capitalization  required  for  the  non-bank  program 
operators  in  our  proposed  system.   As  of  this  moment,  we  have  expressions  of 
interest  from  a  variety  of  investors  and  other  sources  which  bring  us  very  close 
to  the  total  we  require. 

Capital  Structure  and  Governance 

Capitalization  of  the  venture  will  require  a  mix  of  common  stock,  subordinated 
debt,  grant  capital  and  operating  resources: 


Typg 

Common  Stock:        $9.5  million 

SBIC  Stock:  $3  mUlion 

Subordinated  debt:    $2  million 

Grant  Capital: 

$3  million 
$17.5  million 


User 

$7  million:  Bank 

$2.5  million:  Real  Estate  Developer 

$3  million:  SBIC 

$1  million:  SBIC 

$1  million:  Enterprise  Center  Developer 

$1  million:  Non-bank  financing 

$1  million:  Enterprise  Center  Developer 

$0.5  million:  Business  Support  Services 

$0.5  million:  Start-up  costs 
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rv.        Summary  Points 

I  have  set  forth  all  this  description  as  a  point  of  departure  for  our  learning  about 
community  development  banks.   There  are  so  few  such  institutions  that  I  felt  it 
important  to  proceed  on  the  basis  of  the  logic  of  our  ovm  strategy  and  program 
requirements  and  not  on  the  basis  of  the  experience  of  the  banks  themselves. 

1 .  Community  development  banks  v/ill  usually  be  niche  institutions 
responding  to  unique  business  opportunities.   As  such  it  is  not 
necessary  to  conceive  of  them  as  competitors  to  other  institutions  or  as 
parallel  to  them;  they  are  a  part  of  the  tools  cities  and  neighborhoods 
may  want  to  consider  as  they  undertake  strategy  and  program 
development.    Careful  analysis  will  be  required  to  craft  a  total  program, 
administration,  and  institutional  structure  appropriate  to  the  particular 
requirements  of  the  target  area. 

2.  The  actual  institutional  mission  and  administrative  form  will  vary  from 
place  to  place,  and  it  can  and  it  should,  because  each  institution  should 
be  crafted  to  meet  the  requirements  of  individual  places.   We  have 
spent  four  years  on  our  reflection  and  review,  and  we  believe  the  model 
can  vary  widely  and  still  be  effective. 
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3.  On  the  other  hand,  we  remain  convinced  that  these  institutions  should 
all  have  the  following  set  of  common  characteristics: 

a.  They  will  be  based  in  a  specific  place,  small  enough  to  allow  for 
the  available  capital  to  have  an  impact  on  markets. 

b.  They  are  market  change  institutions,  not  merely  transaction 
focussed  institutions. 

c.  They  should  be  regulated,  profit-making  institutions  which  vnll  be 
permanent  citizens  of  their  place. 

d.  They  should  come  into  being  only  in  those  places  where  there  is 
the  ability  to  dehver  broad  based  consent  and  substantial  capital  to 
the  whole  undertaking.    If  the  government  is  to  provide  capital, 
there  should  be  a  substantial  local  match  requirement. 

4.  Government  intervention  should  not  be  any  more  rigorous  or  policy 
oriented  than  is  required  by  the  normal  regulatory  oversight  of  the  OCC 
or  OTS.   What  we  want  from  our  institution  here  in  Cleveland  is  to 
stimulate  business  by  the  use  of  business  oriented  programs  and  credit. 
Any  oversight  which  has  even  the  faintest  aroma  of  possible  political 
intervention  vwll  cause  this  approach  to  fail  in  the  long  run.    It  is 
interesting  to  note  that  our  most  important  requirement  of  government 
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to  date  is  to  help  us  find  our  way  through  the  complexities  of  chartering 
the  institution  which  all  parties  in  Cleveland  would  like  to  create. 

5.    The  leadership  and  personnel  of  the  development  bank  may  be  the 
single  most  important  factor  in  determining  the  success  or  failure  of 
these  operations.   Capital  and  other  resources  to  be  made  available 
should  not  outstrip  the  ability  to  secure  strong,  experienced  personnel. 

In  summary,  we  believe  that  there  is  a  huge  public  policy  gain  to  be  obtained  by 
supporting  a  network  of  these  niche  institutions.    No  criticism  of  existing 
institutions  need  be  implied  by  the  creation  of  such  a  policy,  we  need  to  see  this 
as  an  opportunity  to  create  another  powerful  tool  to  be  placed  in  the  hands  of 
local  communities.    But  the  policy  should  recognize  the  power  of  a  business  and 
market  oriented  approach,  it  should  be  in  place  for  the  long  term  and  tinkering 
with  the  policy  should  be  avoided  so  long  term  plans  and  institution  building  can 
go  forward. 
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The  Honorable  Lloyd  Bentsen 

Secretary 

Department  of  the  Treasury 

1500  Pennsylvania  Avenue,  N.W. 

Washington,  DC  20220 

Dear  Mr.  Secretary, 

The  House  Small  Business  Subcommittee  on  Regulation,  Business 
Opportunities  and  Technology  held  a  June  7,  hearing  on  Community 
Development  Banks  and  the  role  they  will  play  in  our  nation's 
economic  recovery.  The  subcommittee  is  especially  concerned  that 
strategies  which  may  be  offered  by  the  Administration  giving 
incentives  to  these  lending  institutions  encourage  development  of 
systems  designed  to  help  small  business  development.  Therefore, 
this  hearing  analyzed  current  CDBs  specifically  with  regard  to 
their  success  and  programs  aimed  at  capitalizing  smaller  employers. 

These  banks,  designed  to  meet  the  credit  needs  of  individuals 
and  small  businesses  overlooked  by  traditional  lending 
institutions,  were  promoted  by  President  Clinton  during  his 
campaign  as  a  means  of  renewal  and  revitalization  in  both  urban  and 
rural  areas.  Our  hearing  served  to  highlight  several  successful 
models  and  proposals,  with  particular  attention  given  to  funding 
and  regulatory  impediments. 

The  subcommittee  has  enclosed  for  your  information  a  copy  of 
the  testimony  provided  for  the  hearing  record.  There  are  several 
key  considerations  voiced  at  the  hearing  that  the  subcommittee 
believes  are  essential  to  the  success  of  any  Administration 
proposal  to  expand  the  role  of  community  development  banks. 

As  the  Administration  moves  forward  with  its  plan,  I  would 
hope  that  you  take  into  consideration  these  elements  and  findings 
from  our  hearing  which  seem  particularly  beneficial  to  small 
business  development  and  jobs  growth: 

—  Community  development  banks  should  build  on,  but  not 
replace,  other  existing  or  federally  supported 
development  lending  programs  geared  to  economically 
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disadvantaged  borrowers.  Conventional  banks  must  remain 
accountable  to  the  communities  in  which  they  operate 
under  the  stipulations  of  the  Community  Reinvestment  Act. 

Small  business  lending  should  be  a  critical  part  of 
any  new  community  development  bank  initiative. 

The  confluence  of  services  and  resources  has  proven 
effective  in  several  existing  CDB  models,  such  as 
Shorebank  Corp.  in  Chicago.  The  combined  efforts  of  a 
bank,  a  for  profit  (in  this  case,  a  real  estate  company) 
and  a  non-profit  organization  has  given  the  model 
enormous  flexibility  to  design  lending  programs  to  meet 
the  specialized  needs  of  the  community  it  serves. 

As  one  proposal  suggested,  the  economic  enterprise 
zones  proposed  by  President  Clinton  would  be  most 
effective  if  used  to  compliment  new  or  existing  community 
development  banks. 

—  State  and  local  governments  should  play  a  significant 
role  in  supporting  CDBs  with  start-up  funds  and  other 
forms  of  institutional  support,  in  addition  to  federal 
and  private  assistance. 

Government  regulation  of  CDBs  must  be  carefully 
tailored  to  ensure  the  flexibility  and  creativity  of 
these  institutions,  as  the  needs  of  communities  vary 
greatly. 

The  community  development  banks  we  examined  demonstrated 
tremendous  potential  to  fill  a  vital  economic  niche  in  the  rural 
and  urban  communities  they  serve,  from  my  hometown  of  Portland, 
Oregon,  to  remote  areas  in  Arkansas  and  North  Carolina.  The 
Administration's  proposal  should  build  on  existing  success.  I  hope 
you  will  find  these  suggestions  to  be  helpful  and  informative. 
Should  you  have  any  questions  regarding  the  subcommittee's  work  in 
this  area,  please  contact  Steve  Jenning  of  the  subcommittee  staff 
at:  225-7797. 


Sincerely, 
"ron  wyden  >J 


Chairman 
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